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DEPARTMENT OF THE INTERIOR
Minerals Management Service

30 CFR Parts 202, 203, 208, 207, 210,
and 241

Bureau of Land Management
43 CFR Parts 3100 and 3180

Revision of Olt Product Valuation
Regulations and Related Toplcs

AQENCY: Minerals Munagement Service
and Bureau of Land Management,
Interior,

ACTION: Final rule.

SUMMARY: This rulemaking provides for
the amendment and clarification of
regulations governing valuation of oil for
royally compulation purposes. The
amended and clarified regulations
govern the methods by which value i
determined when computing oil
royalties and net profit shares under
Federal (onshore and Outer Continental
Shelf) and Indian (Tribal and allotted)
oil and gas lcases (except leases on the
Osage Indian Reservation, Osage
County, Oklahoma).

EFFECTIVE OATE: March 1, 1988,

FOR FURTHER INFORMATION CONTACT:
Dennis C. Whitcomb, Chief, Rules and
Procedures, (303) 231-3432, {FTS) 326~
3432,

SUPPLEMENTARY INFORMATION: The
principal authors of this rulemaking are
john L. Price, Scott L. Ellis, Thomas .
Dlair, Stanley ]. Brown, and William H.
Feldmiller, of the Royalty Valuation and
Standards Division of the Royalty
Management Program, Minerals
Management Service (MMS): Donald T.
Sant, Deputy Associate Director for
Valuation and Audit, Minerals
Management Service: and Peter }.
Schaumberg of the Office of the
Solicitor, Washington, DC.

L. Introduction

On |anuary 18, 1987, 52 FR 1838, the
Minerals Management Service (MMS) of
the Department of the Interior issued a
notice of proposed rulemaking to amend
the refulntlom governing the valuation
of oil Irom Federal leases onshore and
on the Outer Continental Shelf {OCS),
and from Indian Tribal and allotted
leases. During the public comment
period, MMS recelved over 100 written
comments. In addition, public hearings
were held in Lakewood, Colorado. on
March 4, 1967, and in New Orleans,
Louisiana, on March 17, 1987, Sixteen
persons made oral presentations at
those hearings.
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Bocause of the complexity of the
regulations, and in accordance with
MMS's understanding with Congress,
MMS issued a Further Notice of
Proposed Rulemaking on August 17, 1987
{82 FR 30828), which included as an
appendix MMS's dralt of the final
regulations. The purpose of the further
notice of proposed rulerr 1king was to
obtain further public comment during a
short comment period and then to make
any necessary revisions to the final
regulations. See Conference Report on
H.R. 1827, in the Congressional Record
dated June 27, 1887, at pages 115651~
115600.

The public comment period on the
First Further Notice of Proposed
Rulemaking was scheduled to close on
Septlember 2, 1887, but was extended to
September 11, 1987 (52 FR 33247,
September 2, 1887). On Scptember 21,
1987, MMS {ssued a Notice of Intent to
lssue a Second Further Notice of
Proposed Rulemaking (52 FR 35451). In
that Notice, MMS stated that all
comments received on the Further
Notice of Proposed Rulemaking and the
firat draft final rules would be included
in the rulemaking record for this rule,
even if they were received after
Seplember 11,

n addition to receiving wrilten
comments on the first draft final rules,
MMS held several meetings with
representatives {rom the States, Indian
lessors and industry in an effort to
develop a set of regulations which were
acceptable generally to all groups.
though not a Fanacea for any one of
them. Each of the groups exhibited a
commendable willingness to make
positive contributions to the process
and, where necessary. lo reach
compromises.

In a further effort to ensure that all of
the interested constituencies had a full
and fair opportunity to comment upon
the gas valuation rules following the
several meetings and MMS's review of
the written comments, MMS issued a
Second Further Notice of Proposed
Rulemaking and second draft final rules
(52 FR 39848, October 23, 1887). Public
comments were received {or 30 days.
Over 25 additional comments were
submitted in response to the second
further notice of proposed rulemaking.
Many commenters repeated comments
that had been submitted in response to
eatlier requests for comments. However,
MMS did receive additional comments,
particularly on seclions that were
changed. All comments were reviewed
and considered in drafling the final rule.

MMS has considered carefully all of
the public comments received during
this rulemakl? process, which included
draft rules and input from the Royalty
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Management Advisory Committee
{RMAC), proposed rules, and further
notices of proposed rulemaking with
dralt final rules. A complete account of
the RMAC process s included in the
preamble to the proposed regulations
{ssued in January 1987, Based on its
review. MMS hereby adopts final
iegulations governing the valuation of
oil from Federal and Indian leases.
These regulations will apply
prospectively to produclion on or after
the effective date specifiod in the
SFFECTIVE DATE scclion of this
preamble.

11, Purpose and Background

The MMS is revising the current
regulations regarding the valuation of oil
to accomplish the following:

(1) Clarification and reorganization of
lhe existing regulations at 30 CFR Parts
202. 203, 208, 207, 210, 241, and 43 CFR
Parts 3100 and 3160.

{2) Creation of regulations consistent
with the present organizational structure
of the Department of the Interior (DOI).

(3) Placement of the oil royalty
valuation regulations in a forma!
compatible with the valuation
regulations for all leasable minerals.

(4) Clarification that royally is to be
paid on all consideration received by
lessecs, less applicable allowances, for
lease production.

{5) Creation of regulations to guide the
lessee in the determination of allowable
transportation costs [or oil to aid in the
calculation of proper royalty due the
lessor.

Structurally, these regulations include
the reorganization of Parts 202, 203, 206,
207, 210, and 241. Each part is
reorganized by redesignating “Subpart
B—Oil and Gas. General" as “Subpart
B—0il, Gas, and OCS Sullur, General":
“Subpart C—Oll and Gas, Onshore" as
“Subpart C—Federal and Indian Oil";
and “Subpart D—OIl, Gas, and Sulfur,
Offshore" as “Subpart D—Federal and
Indian Gas."

Also, a number of sections are
renumbered and/or moved to a new
subpart. In addition. new §§ 202.51,
202.101, 206.103, 208.104, 207.1. 207.2,
207.5, and 210.55 are added to the
appropriate parts and subparts.

Current § 208.104 is an onshore
operational regulation which is under
the jurisdiction of the Bureau of Land
Management (BLM). This section is
Deing redesignated as 43 CFR 3162.74,
and the existing § 3162.7-4 is being
redesignated as § 3162.7-5. Also, in

order to avoid any inconsistencies
between these final rules and the BLM
rulew, 43 CFR 3103.3-1 is being revised

by deleting subsections (c) and (d} and
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redesignating exisiing subsection (3) as
new subaection (c).

This rule applies prospectively to
production on ar after the effective date
specified In the EFFECTIVE DATE seclion
of this preamble. It supersedes all
existing oil royalty valuation directives
contained {n numerous Secretarial,

Minerals Management Service, and U.S.
Geological Survey Conscrvation
Division (now Bureau of Land
Management, Onshore Qperations)
orders, directives, regulations and
Notice to Lessees (NTL's) issued over
past years. Specific guldelines governing
reporting requirements consistent with

these new oil valuation regulations will
be incorporated into the MMS Payor
Handbook.

For the convenience of oil and gas
lessees, payors, and the public, the
following chart summarizes the effects
of these rules.

Reguishon changes Owscrptors
1. Redengnatons:

1. Subpant TWes

The wies of ol mbpents In Parts 202, 203, 208, 207, 210. and 241 have been | The subparts were reWtied in Order 10 Orpanize them by & commodity (O v 088, @4C.) rather
redosgnated. rewied, O added B3 NECsNY, 10 he foliowing Wes: (Subparts |  then emphesizing locstion (onehore ve. OShore) 83 was done formerly.
are reserved under cenain Parts)

Sutpert A—-General Provisions

Subpert 0~Ot Ges, and OCS Suls, Genersl

Subpert CFederal and indan O

Subpert O—Federst and Indan Gos

Subpert E-=80hd Minersls, Genersl

Subpent F—Conl

Subpert G=Omer Sohd Mnerals

Subpert H=0eothermal Resources

S

Secwons 202.130, 202181, end 202.132 under oid Bubpert D are redesgneien 88 | This achion is the result of retting of the subparts
§ 202100, under new Subpert C and §§ 20253, and 20282, under new Subpert B,

3 Pt 200

Secvon 203 190 under oid Subpert D & redesgnated sa § 20390 under new Subpent B | Thes achion ia the result of resing of the subperts.

‘mmmmwwtnwu|mmmmwr.

Sectons 200 300 and 208 301 wnder okd Suboart G are reduengneted as § 208 350 and | Tha acton 8 the resuk of resiing of e suboerts

208 331 under rew Subpernt K, respectvely
Subpert C » redengnated under Tile 43 CFA as §2102.7-4
s ’:‘ml:lurdnmwuntul-s

Sechons 210300 and 210301 of oid Subpent F are redesignated s § 210330 and

210381 ynder new Sutipent K. reapectvely
Secvon 241100 wnder oid Sutpent C u redesgnated as § 241 53 under now Sutpent B..... ]
A Delesorw’
1 Part 202

u:-un\;m 100 Wrough 202100 are removed om 0l SUDPEN G ...........oenerruvcriissonsanrd

Thea section addresses & BLM onehore operstons weue whuch properly belongs n 43 CFR

This actkon correaponds 10 the redesignetion of Subpen F as Subpert H
Thia aceon i the reault of redting of the abparts

Thess sechione COver achvibes now governed by BLM

Secwon 208 100 & removed from ok Subpen C ... ... .

4 Part 207
Sectons 207.1, 207 2, 207.8, 207.6 and 207.7 wre

S Pant 210

Sectons 210.100 Pwough 210108, and §§ 210 150 and 210 139 are removed from okl
respectvely

Subperts C 0d O,
6 Part 241
Secton 241.10 under Subpant
(formerty § 241.100) is removed rom new Suboent B
Addnons.

1 Pant

2 Part 208
Sectons 20810 and 208.104 are added 10 new Subpart C

A 8 removed and reserved. Paragraph (c) of new § 241.83

200
Sectons 202 $1 and 202.101 are 80ded 10 new Subperts B and G s o]

The subject matter of thess
theretore,

3 Pant 207

The COvers an achvty nOw . d by BLM op: pereor
n;“ hes been ond rob d 1 1he reguistons as Subperts C end D of Part

[ ]
redundent and heve been
Theee requeements of §§ 210 100 and 210 101 are nNow covered by Pert 207, ae amended
Sectons 210 102, 210 103 and 210 104 are no fonger apphcable
0 uee). Sechon 210.108 has been replaced by new § 210.58.

The forme identifed in § 241.53(c) and § 241.10 are no longer applicable.

in the regul They are,

d 10 vosd Conk

(hese forms ere o longer

Thees new SeCEONS Provide O veheRON Kanderds and Procedures
These new sections provide O valuation standerds 8nd procedures.

A These new secions reference he deinions In Part 208 and sel forth Certan recardheeping

Sectons 207.1, 2072, and 2075 are 833ed 10 new Subpent
¢ Pt 210 y
Sechon 210.58 & edded This wit regtece § 210.108.

The rules in § 206.100 expressly
ize that where the provisions of

any {ndian lease, or any statute or treaty
affecting any Indian lease, are
inconsistent with the regulations, then
the lease, statute, or treaty will govern
to the extent of the inconsistency. The
same principle applies to Federal leases.

A separale oll definitions section
applicable to the royalty valuation of ol}
ls included in this rulemaking in Part
208. All definitions contained under
each subpart of Part 206 will be
applicable to the regulations contained
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in Parts 202, 203, 207, 210, and 241.
Because the definitions are specific to
these parts, they may not necessarily
conform to definitions of the same terms
in other Federal agencies’ regulations.

I11. Response to General Comments
Recelved on Proposed Oil Product
Valuation Regulations and Related
Topics

The notice of proposed oil valuation
regulations was published in the Federal
Register on January 18, 1087 (82 FR
1858), This was followed by a Further

F‘?O‘IM ocol‘&”]ou&M’

Notice of Proposed Rulemaking (52 FR
30828, August 17, 1887), and a Second
Further Notice of Proposed Rulemaking
{52 FR 388486, October 23, 1987). Over 150
comments were received from interested
persons including Indian lessors, the
States, and industry.

The commenters included indusiry/
trade groups, State, local, and Federal
governmental entities, Indian Tribes or
allottees, a State/Tribal association, and
an individual,

The MMS received many diverse
comments on the principles underlying
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the proposed valuntion methodology.
These comments did not address
specilic aections of the proposed
regulntions. The respondents generally
comprised two groups, with industry
generally on one side and States and
Indians on the opposing side. The

oneral comments were categorized into

vo more-or-jess intorrelated issuces: (1)
Acceptance of gross proceeds under an
arm's-length contract, or the benchmark.
as the value for royalty purposes: {2)
deduction of transportation costa; {3)
legal mandates and responaibilities
toward Indians; \4) complexity and
obscurity of regulations and delinitions:
and (5) ecconomic impacts.

{1) Acceplance of gross proceeds as the
value for royally purpose

Industry commenters generally agreed
that the basic premise underlying the
proposed rulemaking is aound because
value is best determined by the
interaction of competing market forces.
towever, State and Indian commenters
disagreed, particularly objecting lo the
concep! of accepling groas proceeds
received under arm's-length transactions
as representalive of market value. The
commenters were concerned that the
acreplance of gross proceeds. without
additional testing of its validity, could
lead to manipulation of pricing
achedules, an erosion of payors’
accountability and, in general, would
fail to protect the interests of the lessor.
Many pointed out that gross proceeds
has historically not been considered
equivalent to market value. citing
vartous legal opinions in support. In
view of this, State and Indian
commenters declared that royally value
should be equivalent to the highest price

osted for like-quality production in a
eld or area.

MMS Response: The MMS's
experience demonsirates that the
highest price posted in a given field does
not necessarily reflect a bona fide offer
to purchase, nor does it reflect that
significant quantities of oil are being
purchased at that price. In these
regulations, MMS generally will assess
royalty on the value to which the lessee
is legally entitled under its arm's-length
contract. MMS maintains that gross
proceeds to which a lessee Is legally
entitled under arm's-length contracts are
determined by market forces and thus
represent the best measure of market
value. For many Indian leases, MMS
will also require consideration of the
highest price paid for a major portion of
production in accordance with the lease
terms.

To assure that gross proceeds
represent market value, and thus insure
accountability, Indian and State

S-021%9  000HOOX14-JAN-RR-17:07:12)

commenters suggested that rororlod
gruss proceeds values should be tested/
validated by using the net-back (work-
back) procedure as an independent
croucﬁcck. They also suggested that
toyalty reporting should be routinely
monitored by using this procedure.

MMS Response: The MMS belleves
that gross proceeds under arm's-length
contracts are represcntative of market
value, However, MMS will continue to
monitor value determinations under its
regulations to ensure that those
determinailons yield reasonable values.
To routinely perform labor-intensive
net-back calculations is impractical.

Some State respondents doubted that
the benchmark hierarchy system for
determining values under non-arm's-
length transactions could be properly
applied because of the system's
complexily and because the valuation
procedure is predicated upon a payor's
ability and willlnincu to identily a
transaction as either arm's-length or
non-arm's-length. They feared that
industry might be reluctant to identify
non-arm's-length transactions and thus
merely declare gross pruceeds as value.
thereby placing the burden of proper
finding upon MMS during audit.

AMALS Response: The MMS supports
the benchmark system. Most of industry.
those who report under the system.
believe it to be a workable system. In
general, industry can identify its own
arm's-length contracts based on
standards established in these
regulations and it is in its bes! interests
not to classify non-arm’s-length
transactions as arm’s-length because of
the threat of both high interest costs and
possible ponalties. However, MMS will
use the audit process to verify that
contracts which are claimed to be arm's-
length satisfy all the standards of the
definition, discussed in detail below.

(2) Deduction of Transportations Cosls

Although industry commenters
supported the proposed deductions for
transportation costs. many of the
respondents believed the allowable
deductions were oo restrictive, and one
suggested that transportation
allowances should be actual costs based
on Federal Enm Regulatory
Commission (FERC) tariffs or arm's-
length transportation arrangements.
However, comments from States and
Indians objected to the allowances as
being too liberal and unnecessarily
oron—ended by effectively granting the
allowances regardless of need. They
suggested that transportation deductions
should be allowed only when
transportation costs are necessary to the
sale of the production, that
transportation allowances should be
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limited to OCS production only. or that
no deductions should be allowed, ut
least for tribal lands.

MMS Response: The MMS believes
that coats incurred by n lessen to
transport lease production lo a delivery
point off tho leaso increases ita value
and, therefore, is a recognized
deduction. See the transportation
allowance section of this preamble for
further discussion.

(3) Legal Mandates and Responsibilities
Toward Indians

Some State and Indian respondents
questioned the legality of the proposed
rulemaking, expressing their view that
the proposed modifications, particularly
with respect to arm’s-length contracts
and gross proceeds. are contrary to the
intent of the valuation requirements of
the Mineral Lands Leasing Act, 30 U.S.C.
181 ot seq.. and the Federal Oil and Gus
Royalty Management Act of 1982
(FOGRMA), 30 U.S.C. 1701 ¢t seq.. and
are a marked departure from historical
valuation regulations and lease terma.
Their basic argument s that the statutes
require royally based on the value of
production, and a royally cluuse based
upon “value” is not satisfied by o
valuation procedure based upon gross
proceeds: in their opinion. value may be
considerably higher than revenues from
arm’s-length transactions.

MMS Response: The regulations
generally define value on the basis of
market transactions, cansistent with
commonly held economic philosophy.
rather than some arbitrary *value"
which can be easily misconstrued.
disputed, or misinterpreted. The MMS
believes there is no conflict between the
intent of the Mineral Lands Leasing Act,
FOGRMA, and the valuation procedures
being adopted herein.

The mineral leasing laws require that
the Secretary receive a royalty on the
“value of production” from minerals
produced from Federal lands, but value
is @ word without precise definition.
*Men have all but driven themselves
mad in an effort lo definitize its
meaning." Andrews v. Commissioner of
Internal Revenue, 135 F.2d 314, 317 (2d
Cir. 1943). The word *“value" has
sometimes been modified by the words
“fuir market", although the mineral
lensing law provisions on “value of
production" do not include these words.
But, these adjectives do not really
clarify the word *'value." The word
“fair* can modifly the word “value" as in
“fair value" or it can modify the word
market as in “fair market." The term
“fair value” may not be interpreted the
same as the “fair market” value. The
term “fair market value." however, has
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heon generally accepted tu be the price
received by a willing and
knowledgeable seller not obligated to
scll from a willing and knowledgeable
buyer not obligated to buy. Willing,
knowledgenble. and obligated are again
adjectives which are not terma of
precise definttton. Those general
concoepts, however, were atill the genoral
principles which were followad in
drafting these regulations on valuation
of production for the purpose of
calculating royalties, The general
presumption {a that poraona buying or
solling producta from Fedaral and Indian
leases are wlmng. knowledgeuble, and
nut oblignted to buy or aell. Because the
U.S. economy s built upon a ayatem in
which individuals are provided the
opportunity lo advance thelr individual
sell intorest, this seems lo be a
reasonable presumption. This system
and ita relianco on self-motivated
individuals to engage in trarisactions
whick are to their own best interest,
therefare, is a cornerstone of the
regulations.

The purpose of these regulations is to
define the value of praduction, for
royalty purposes, for production from
Federal and Indian lands. Value can be
tetermined in different ways. and these
rules explain how value is 1o be
established in different circuanstiunces.
Value in these regulations generally is
determined by prices set by individuala
of opposing economic interests
tranaacling business hetwoeen
themaelves. Prices received for the sale
of products from Federal and Indian
leaser pursuant to “arm's-length
contracts,” in many instances, are
accepted as value for rayalty purposes.
However, aven for somo arm's-length
cantracts, coniract prices may not
used for value purposes if the lease
terms provide for other measures of
value (such as Indian leases) ar when
there ia a reason to suspect the bona
(ide nature of a particular transaction.
Even the alternative valuation methods,
hawever, are determined by reference to
pricea received by individuals buying or
aelling like-quality products in the same
general area who have opposing
economic interests. Also, in no instance
can value be less than the amount
received by a lesses in a particular
transaction.

The Indian commenters took
particular exception to the proposed
rulemaking, painting out that the
proposed valuation procedures based on
gross proceeds ame in conflict with the
Secretary's duty under the Unallotted
Indian Leasing Act of 1933 and the
Indian Mineral Development Act of 1982
to ensure that tribes and aliottees

S-Q21999  (OONMOON14-JAN-2R-17.07:08)

teceive the maximum rotuin for their
properly. They disngreed that gross
procecds represented market value, and
thus believed they would not receive the
maximum benefit acaruable from
production pursuant to stututes. One
respondent suggested that the proposed
regulntions apply proapectively only to
nowlf {ssued lenaes so that royalties
owad to Tribes and allottees under
oxia\lnﬁ\mdnulnllom would not be
diminished.

MMS Response: MMS believes the
new valuation regulations, with the
changea discussed in more dotail below.
are fully consiatent with the Secrotary's
obligations to Indian lessors.

(4) Complexity and Obscurity of
Regulations and Definitions

Some commenters believed that the
propoged rulemaking gencrally was
excossively complicated, leading to
difficulty in interpretation. As a result,
they believe the proposed rules fail to
achieve the stated goals of
simplification and providing certainty.

AIALS Response: The MMS has
endeavored to correct cerlain identified
deficiencies in the final rulemaking. The
regulations combine previous
regulations, NT1's. arders, and internal
policies. They will pravide a single
source for praduct value guidance which
necessarily will be simpler and more
comprehensive than the existing
pracedures.

{5) Bconomic Impacts

State and Indian commenters
disagreed with MMS's statement that
the proposed regulations would yleld
long-term benefits ta rayalty owners.
Indian commenters, in particular,
holioved the propased valuation rules
would have a significant detrimental
economic impact on Tribes and
allottees. A detailed analysis of the
ecanomic impdcts of the proposed rules
was suggested by one commenter to
support MMS's claim that the short-term
cffects on revenues would be limited.

AIAIS Response: The MMS believes
that the regulations provide valuation
criteria that will result in rensonable
values and will create an atmosphere of
certainty in royalty payments and
thereby correct some of the royalty
defllciancies encountered in the past,

The Further Notice of Proposed
Rulemaking of August 17, 1987 (82 FR
30820), and the Second Further Notice of
Proposed Rulemaking of October 23.
1087 (52 FR 30840). specifically
requested comments on certain broad
{asues, and the Second Further Notice of
Proposed Rulemaking also specifically

bquested comments on certain
individual issues. Because the responae

F‘m‘ 0Mu|‘16‘82]\08‘m’

to both the broad and specilic issutea
were also addressed in the Preamble to
the Final Gas Valuation Regulations
published elsewhere in today‘s Federal
Roglstar, reviewers uro directed lo the
responaes provided in the Preamble to
that rulemaking.

The MMS will manttor the oparation
und effect of the rulea being ndopted
today. In 3 yonrs, MMS will review the
results of ils analysis to determine if any
significant changes to the regulations
are required. In the meantime, technical
and minor adjustmeonta to the rules will
be made a8 neceasary.

1V. Section-by-Section Analysis and
Response {o Commaents

Commaents were not received on every
section of the praposed regulations.
Therefore. if uny of those sections were
not chunged significantly from the
proposal. there generally is no further
discussion in this preamble. Che
preamble to the proposed regulation (82
FR 1858. January 18, 1887) may ba
consulted for a full description uf the
purpose of thoae aections. For other
acctions, this preamble will address
primarily the extent to which the final
rule was changed from the proposal.
Again, n complete discussion of the
applicable rections may be found in the
preamble to the proposed reguiation.

Section 202.32 Royalties.

For purposes of clarity. one State
commenter suggeated that the ward
“royalty” ne inserted before the words
“rate apecified”. and the worda “amount
of royalty” Le deleted and replaced with
the worda “‘royally rate." This
sugrestion was made because some
loanees huve confused the computation
of royalty rate and the computation of
the amount of royalties due.

AIMS Respanse: The MMS agrees tha!
these suggested changes should he made
for purposes of clarity and the final rule
has been modified accordingly.

The MMS has remaved from the final
rules the two sections addressing the
ronml responsibilities of MMS and
cssces. All of these responsibilities are
addressed in various provisions of 30
CFR and elsewhere. Thus, these sections
were duplicative and. based on the
comments received, caused confusion.

Section 202.100 Royally on o,

Indian commentern recommended that
paramnph (ne' should provide
specifically that Indian lessors, as well
as MMS, have the right to require
paymant in-kind for royalties due on
production.

MM Response: Most Indian lessors
have the authority to require payment
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in-kind for royalties due on production:
To the extent the lease terms so provide,
the lessor may take its royalty-in-kind.
lHowaver, bocause requosts to take
royalty-in-kind mn( involve aperational
difficullies for the lessce, as well as a
change in accounting and reporting
procedures necessary [or MMS to
properly monitor royalty obligations,
MMS will continue to administer such
requests, Therefare, il an Indian lessor
wants royally-in-kind, he or she must
contact MMS. The MMS then will make
arrangements with the lessee for the in.
kind payment.

The MMS also has added a provision
clarifying that when royalties are paid in
value, the royalties due are equal to the
value for royally purposes multiplied by
the royally rate.

Industry commanters recommended
that this section state that no permission
is necessary to exempt from royaltly any
oil used for the benefit of the lease,
either on-lease or off-lease, and
including communitized or unilized
areas. In addition, another industry
commenter ctated that where agency
approval is necessary, this section
should address the procedure to acquire
such permission,

Some Indian commenters also
recommended thal any royalty-free use
of oil be subject to prior approval to
ensure that production from Indian
leases is not disproportionately used in
royalty-free operations. One Indian
commenter objected to any off-lease use
of ail that would be royalty free.

MMS Rosponse: The royalty-free use
of oil is an operational matter covered
by the appropriate operating regulations
of the BLM and MMS for onshore and
OCS operallons, respactively. The BLM
requirements are governed by the
provisions of Notice to Lessees and
Operators No. 4A. Therefore, although
these comments raised many
substantive issues, they are nat properly
addressed in this rulemaking. The MMS
does not believe that prior approval for
royally-free use of oil is warranted
because mos! leases by their specific
terms allow royalty-free use of oil and it
is a matter which will be reviewed
during audits to prevent abuse.

One industry commenter proposed
that MMS consider expansion of
§ 202.100(b) to include appropriate
myal? deductions for the oil equivalent
cost of alternative fiuels which may also
be used for beneficial purposes on the
lease.

MMS Response: This suggestion was
not ad’%pted. This tssue is more properly
directed to operational regulations. not
value regulations, and is outside the
scope of this rule, The MMS has
included these provisions simply to
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rolloct the general loase terms and
regulatory provisions which prescribe
the royalty obligation,

Proposed § 202.100(b}, which
addressed royalty-free use of oil for
leases committed to unit or
communitization agreements, has been
expanded In the final rules to also cover
production facilities handling production
from more than one lease with the
approval of the appropriate agency.
Although MMS is sallsfied tha! this
issue is an operational matter governed
sufficiently by the appropriate operation
of the unit agreement or
communilizatlion agreement and BLM's
and MMS's regulations. the number of
comments received regarding this issue
led MMS 1o believe that reiterating
these operational requirements was
advisable. This regulation simply
provides that a disproportionate share
of the fuel consumed at a production
facility serving multiple leases may not
be allocated to an individual lease
without incurring a royalty obligation on
a portion of the fuel.

A State commenter suggested changes
designed 1o help end the confusion
about the distinction belween computing
the royall'y rate and compuling the
amount ol royalties due. MMS has
adopted some changes to the wording of
$3 202.100{a) and {b) for clarity.

Section 202.100{c) was proposed as
§ 206.100{d). A comment was received
from industry suggesting the addition of
the phrase “because of negligence of
lessee” after the words “offshore lease,”
in order to be consistent with section
308 of FOGRMA.

MMS Response: This subpart
adilresses the valuation of oil which has
boon detormined to be “avoldably loat,"
not the reason(s) for that determination.
Determination of “avoidably lost” and
“negligence" is a function of MMS OCS
Operations for OCS leases and BLM f{or
onshore Federal and Indian leases. The
BLM's requirements are governed by the
provisions of 43 CFR Part 3160 and
Notice to Lessees and Operators No. 4A.
The MMS's requirements are governed
by 30 CFR Part 250. The addition of the
recommended phrase, therefore, is
considered inappropriate for inclusion in
this rulemaking.

Sectlon 202.100{d) requires royalties to
be paid on insurance compensation for
unavoidably lost oil. Several industry
commenters stated that to require a
lessee to pay royalties on any
compensation received through
insurance cove:age or other
arrangements for oil unavoidably lost is
unfair, They stated that insurance
proceeds are not received for the sale of
production and should not be subject to
sharing with the lessor. They believe,
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howaever, that If MMS insists on
collecting a portion of such procends,
the cos! of such insurance coverage
should be allowed as a deduction from
royalty.

MMS removed the insurance
compensation section from the first draft
final rule. Many Indian and State
commenters thought this change was
unfair, stating that if the lessee was
compensated for the production, the
leasor should then recelve its royalty
share.

MMS Response: The MMS has
reinstated this provision in the final
rules. However, royalties are due only if
the lessee receives insurance
compensation from a third person. No
royalty is due where the lessee sell-
insures.

The MMS has added at § 202.100{e) of
the final rules a provision concerning
production governed by a federally
approved unitization or communit{zation
agreement. Section 202.100(e) stales that
all agreement production attributable to
a Federal or Indian lease in accordance
with the terms of the agreement s
subject o the reyalty payment and
reporting requirements of Title 30 of the
Code of Federal Regulations even il an
agreement participant actually taking
the production is not the lessee of the
Federal or Indian lease. Only a few
concerns were expressed about this
requirement and many commenters
supported it. Most important, however,
§ 202.100(e) requires generally that the
value, for royalty purposes, of this
production be determined in accordance
with 30 CFR Part 208 under the
circumstances involved in the actual
disposition of the production. For
example, if a Federal lessee does not
sell or otherwise dispose of its allocable
share of unit production, then it will be
sold or otherwise disposed of by other
unit participants. If one of the unit
participants other than the Federal
lessee transports the oil to a terminal off
the unit area under an arm’s-length
transportation agreement and then sells
the oil under an arm’s-length sales
contract, the value, for royalty purposes,
will be that person's gross proceeds less
the costs of transportation incurred
under the arm's-length transportation
agreement. This provision does not
address the issue of what person must
report and pay the royalties, it only
addresses the issue of valuation.

These rules do not require non-
Federal and non-Indian lessees to
conform to these regulations for valuing
production. The MMS merely has
required that the lessee must determine
its royalty liability in accordance with
the other interest owners' contracts or
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proceeds as long as those royalties
comply with these value regulations.
Any balancing problem that may exist
because of interest owners taking more
than their entitlement is a matter to be
seltled by the agreement members.

The MMS has added a new
subparagraph (3) to the final rules to
clarify that all agreement participants
actually taking volumes in excess of
their allocated share of production in
any month are deemed to have taken
ratably {rom all persons taking less than
their proportionate share, The MMS
decided that such a provision was
required to provide certainty as to
which unit participants' dispositions the
lessee must consider lo satisfy the
requirements of this provision,
especially where there is no balancing
ngromnent among the unit participants.

Some Industry commenters also
stuted that the foreseeable results of this
paragraph include: (1) Chronic late
payments of royalties; (2) inconsistent
AFS and PAAS reporting: (3) difficulty
in determining proper royalty values
where the overproduced working
interest owners dispose of production
pursuant to non-arm's-length
transactions; and (4) excessive
accounting and administrative costs for
MMS and all working interest owners.

MMS Response: The MMS believes
that lessees generally will be able to
comply with the requirements of the
regulations. However, MMS has added a
new subparagraph (2) which authorizes
MMS to approve a royalty valuation
method different from that prescribed by
subparagraph (1) to value any volumes
of agreement production allocated to a
lessoe but which the lessee does not
take. The lessee must request the
exception and MMS may approve il only
if it is consisten! with the purposes of
the regulations, For example, under a
unit agreement a Federal lessee may be
entitled to 1,000 barrels of production. It
is required to pay royalty on that
volume. However, it only is able to sell
750 barrels that month. The lessee could
request that MMS allow it to pay royalty
on the remaining 250 barrels at its
contract price.

The MMS recognizes that under most
balancing agreements, a lessee who has
under taken at some point will over take
to balance its account. Since the lessee
was required to pay royalties on the
value of its allocated share when it
under took, the lessee is not required to
pay additional royalties for prior periods
for that lease when it subsequently over
takes. Again, royalties are due only on
the allocated share of agreement
production even when the lessee takes
and sells a greater volume. The MMS
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has added a new subparagraph (4) to
clarify this issue.

Some industry commenters
recommended that paying and reporting
royalties be accomplished solely on the
basis of sales. According to these
comments, because royalties will have
been paid on total sales from the leases,
there should be no decrease in royalty
payments due over the life of the luase
through the use of the sales approach.

MMS Respanse: Paying and reporting
royalty solely on the basis of sules
would not conform 1o the requirements
of the federally approved agreement or
the terms of the lease. It also could
cause 4 hardship for Indian lessors who
rely on a steady stream of revenues
when there is production from their
leases. Therefore, It is not an acceptable
procedure,

In response to commants that the
valuation method for production from
unilization and communitization
agreements required by the proposed
and draft rules could cause royalty
calculation and reporting problems for
lessees, MMS is including in the final
rules in subsection (f) an exception
authority for valuing production from
Federal and Indian leases committed to
agreements. The authority is
discretionary and may be exercised
where the lessee requests an alternative
method. the proposal is consistent with
applicable statutes, lease terms and
agreement terms, to the extent practical
persons with an interest in the
agreement are notified and given an
opportunity to comment, and, to the
extent practical all persons with an
interest in a Federal or Indian lease
committed o the ngreement agree to use
the proposed method.

Section 206.100° Purpose and scope.

One industry commenter agreed with
the concept that Indian Tribal and
allotted leases be treated under the
same oil valuation standards applied to
Federal leases unless the specific lease
terms require otherwise. That
commenter also suggested that MMS
support Indian Tribes and allottees, if
requested, in marketing their royalty
share of production. An Indian Tribe
commenter asserted that it may be
inconsistent to use the same ol
valuation standards for Indian and
Federal leases: “Because of the trust
responsibility of the United States to
maximize Indian royalties, it may be
inconsistent to have Indian and Federal
leases treated the same under this
section, especially if the policy of
Interior is to earn a reasonable and long-
term maximum rate of return and
revenues for all parties.”

F‘m.m‘.'[ie‘azl...m?

MMS Response: The MMS believes
generally that maintaining a single set of
oil valuation regulations that apply to
both Federal and Indian lands (except
leases on the Osage Indian Reservation)
provides for consistency and certainty
in the determination of the value of oil
for all lands administered by the DO!
and will result in obtaining a reasonable
and appropriate rate of return to all
parties concerned. However, because ol
the lease terms of many Indian leases,
MMS has included in the rules some
additional valuation standards
applicable only to those Indian leases.

MMS has added a general statement
that the purpose of these rules is to
establish the value of production for
royally purposes consistent with the
mineral leasing laws, other applicable
laws, and lense torma.

In accordance with paragraph (b) of
this section, where the provisions of any
stalute, treaty, lease or sotilemont
agreement are inconsistent with these
regulations, the lease, statute, trealy or
settlement agreement provision will
govern 1o the exten\ of that
inconsistency. This policy also applies
lo court decisions—regulatory revisions
will be required to the extent of any
inconsistency with the existing
regulations, provided they are not
ambiguous or unclear in their inlent.
Thus, MMS maintains the DOY's
responsibility to Indians by assuring
that the regulations do not supersede the
authority granted by the lease, or violate
provisions of a statute, treaty. or court
decision,

Several Indian respondents
commented on § 208.100{b}. One
suggostad that the proposed rules should
expressly recognize thul "where
provisions of any Indian lease. or any
statute or treaty affecting Indian leases,
as stated or as interpreted by the courls,
are inconsistent with the regulations.
then the lease, statute or treaty, or court
interpretation would govern to the
extent of the inconsistency."”

Another commenter expressed the
view that “caution should be exercised
before stating that ‘the lease * *
provision shall govern to the extent of
that inconsistency.' Many Indian
allottee and tribal leases are very old
and were entered into when industry
practices were very dilferent than they
are now. The parties to the lease may
have understood the lease to
incorporate standard industry practice
at that time. For this reason, some
provisions may have been omitted from
the written instrument. It may be proper
to interpret some of those unwritten
provisions in light of today’s standards,
but it may be grossly unfair to the



1190

Federal Register / Vol. 563, No. 10 / Friday, January 15, 1988 / Rules and Regulations

royalty owner to so inlerpret others.
One such example may be
transportation costs. If transportstion
costs were not being deducted from
royalties when the lease wes entered
into, transportation cos!s should not be
deducted now, even though not
mentioned in the lease. It is our
conclusion that this should be
considered and the regulations should
make some mention of this
consideration,”" Another commenter
suggested including settlement
agreements entered into to resolve
administrative or judicial litigation
because these agreements may vary
from the rules.

MMS Response: Obviously, MMS will
comply with court orders and judicial
decisions which affect these regulations.
It is well known, however, that court
docisions often focus only on parts of
issues, leaving those decislons opon lo
interpretation. Furthermore, n court's
jurisdiction can limit the applicability of
its decision. It is for these ronsons th
MMS has elected not to include an
express reference to court decisions or
court interpretations in this o1 any other
subpart of theso regulutions,

Contrary 1o the interprotution of thi
section by the second commenter, the
regulations will not change any specific
lease provisions, The MMS has included
the suggested reference {o settlement
agreomonts.

Few commentis were recelved
concerning § 206.100(c). One from
industry endorsed the recommendation
of the Royally Management Advisory
Committee (RMAC) Oil Valuation Panel
which proposes placing a limit on the
lime period during which MMS may
conduct un audil on a lease. It asserted
that such a limitation "encourages
prompt action, assures the retention of
appropriate records, and gives the
lessee assurance that its current
business will not be disrupted by
examinations of very remote payments.
We believe a 6-year limitation is
rcasanable for both MMS and tho
lessee.”

The Indian respondent is concerned
that “Although all royalty payments
made to MMS will purportedly be
subject to later audit and adjustment,
MMS's past audit record does not
reassure the tribes that all royalties due
will be collected.”

MMS Response: These regulations
concern valuation procedures, not
accounting functions. All MMS audits
are subject to the requirements found at
30 CFR 217.50, which does not specily
any time limit during which MMS may
conduct an audil, Because the reference
in § 208.100(c) is intended only to be a
general reminder that royalty payments
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will be audited. the recommendation to
place a time limit on audils was not
adopted. The MMS has modified the
provision in the final rule to make it
clear thal this provision applies to
payments made directly to Indian Tribes
or allottees as well as those made to
MMS either for Federal or Indian leases.
MMS will address the issue of audit
closure elsewhere.

Several Indian commenlers suggested
that MMS should amend § 208.100(d) to
specifically refer to the Secretary’s trust
responsibility o the Indians.

MMS Response: The MMS has made
the suggested change.

The MMS received a comment from
an Alaska Native Corporation stating
that MMS should not make the new
regulations applicable tc. an Alaska
Native Corporation’s proportionate
share of leases acquired under section
14(g) of the Alaska Native Claims
Settlement Act, 43 U.S.C. 1613(g).

Under section 14(g). a native
corporation can acquire all or part of the
lease. The commenter's point was that,
at the time a proportionate interest in a
lease is acquired, the native corporation
had an expectation of what royalties it
would receive, and it would be
Inequitable for MMS 1o modify that
expectation for leases or portions of
leases which MMS does not even own.

MMS Response: In the draft final
rules accompanying the second further
notice of proposed rulemaking, MMS
proposed 1o add a § 206.100{e) which
provided that regulations, guidelines,
and Notices o Lessees in effect on the
date that an Alaska Native Corparation
acquired a proportionate interestin a
lease will continue to apply to that
interesl. The MMS recelved several
comments that this provision Is unfair
and not supporiable because the lease
lerms expressly recognize that
regulations may change and that the
lease will be subject to the new
regulations. The MMS agrees with the
comments and has deleted this section
from the final rules. However, it should
be clarified that these rules do not have
any retroactive effect. The MMS does
not intend that any rules adopted in this
rulemaking would apply to production
involving Alaska Native Corporation
interests which occurred prior to the
effective date of this rulemaking.

Section 206.101 Definitions.

“Allowance"—Comments were
received on this paragraph from State
entities, Indian Tribes, and a Federal
agency. One State commenter pointed
out that this definition appears to be
inconsistent with the sections of the
valuation regulations dealing with
transportation allowances (§§ 206.104
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and 206.105). The word “allowance" is
defined in terms ol being “authorized,”
“accepted” or “approved.” whereas the
regulations state that a transportation
“allowance" can be deducted without
prior approval. Their concern is that the
definition should match the usage in the
regulations. An Indian commenter stated
that the definition should “'clearly
specify that the transportation
allowance applies only to transportation
from the lease boundary to a point of
sale remote from the lease and that such
costs be reasonable, actual, and
necessary.” A Federal agency comment
stated that the definition is 00 liberal
and would result in the Federal
Government subsidizing oil companies’
operation costs. They cited an example
where a transportation allowance of as
much as 50 percent could be granted for
moving oil in lateral lines to off-lease
measurement points; specifically, from
wellheads to a Lease Automatic
Custody Transfer (LACT) unit. One
State commenter suggested that the
definition is unnecessarily broad and
recommended deleting the language *or
an MMS-accepted or approved” as well
as deleting the phrase “to a point of sale
or point of delivery remote from the
lease.” This commenter also suggested
adding the words “necessary and”
before the word “reasonable.” The
rationale for making these changes is
that there are other sections of the
regulations that clarify “that MMS need
not provide advance approval before a
lessee could take an allowance.” The
“accepted or approved” language could
be interpreted to suggest that
“allowances are not subject to later
adjustments by MMS after full audit.
based on arguments that the allowance
was accepted by MMS after receipt of
the actual costs report under

§ 208.105(b){2). or accepted under the
terms of the regulations.”

MMS Response: These regulations. in
effect, “authorize" the lessees to deduct
certain costs incurred for transportation
from the value without prior approval.
(See §§ 208.104 and 208.105).
Allowances computed by the essee
shall be “accepted” by MMS subject to
review and/or audit. The MMS has not
included a defir:ition of the phrase
“remote from the lease” in the final
rules. To eliminate any confusion, MMS
has replaced this phrase with the phrase
“off the lease.” Thus, transportation off
the lease, other than gathering, is
subject to an allowance. The MMS has
included an express statement in the
final rule that transportation allowances
do not apply to gathering costs. An
industry group comment that the phrase
“excluding gathering” be deleted was
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rejected because MMS believes that
gathering is a cost of making oil
markelaglc. which must be borne
exclusively by the lessee.

"Area"—A comment was received
from industry addressing this definition
as being imprecise and in need of
specified limits in order to define how
large an “area” can be. In addition, the
commenter proposed that the definition
should be clarified by inserting the
phrase "or producing unit” after “oil
and/or gas field.”

MMS Response: The definition seeks
to encompass a concept that is very
difficult to describe. Narrowing its scope
by describing it in terms of size will only
establish an arbitrary besis for the
definition. To avoid this, MMS elected
to retain the definition as proposed.

“Arm's-length contract”"—A large
number of comments were received on
this definition from industry. Indians, a
Stale/Tribal association, States, and a
Federal agency. The proposed definition
of “arm’s-length contract” generated a
significant number of comments because
it is, as one commenter noted, the ¢ * *
linchpin of the benchmark system
* * *." Because of the importance of
this conceplt, it is not surprising that
several commenters disagreed with the
definition, either in part or in its
entirety. Indeed, one State commenter
described the reliance on the concept of
“arm's-length" as a method of
determining value to be “both inefficient
and inappropriate” and suggested
deleting the definition altogether. The
majority of commenters, however.
focused on what they considered to be
flaws in the originally proposed
definition and the specific
recommendations they considered
necessary 1o conclusively address those
flaws,

One Indian commenter suggested that
the basic flaw in the definition is the
assumplion that the inlerests of the
lessee and the lesaor are identical. This
commenter pointed out that the courts
“have recognized that the interests of
lessees and lessors often diverge. See,
e.g.. Piney Woods Country Life School v.
Shell Oil Company 728 F.2d 225 (5th Cir.
1984), cert. denied., 105 S. Ct. 1868,
(1885), Amoco Production Company v.
Alexander, 622 S.W. 2d 563, (Tex.
1981).” Anaother State commenter
described the definition as “clearly
deficient because {t is limited to formal
affiliation or common ownership
interests between the contracting

arties.” The assumption that arm's-

ength contract prices reflect market
value “ignores the fact that parties may
have contractual or other relationships
or understandings which would cause
them to price ofl below its value,

$-021999 000%00X14-JAN-88-17:07:45)

especially if the benefit of the reduced
royalty burden can be shared by means
of the oil sales contract.” This
commenter believed that the lessee's
and lessor's interests may not be the
same, and that the royalties due lessors
is viewed by many lessees as a cost 1o
be minimized, not maximized. Another
comment submitied by the State/Tribal
association cited the following as an
example of a situation where, although
the parties are unaffiliated, the market
value may be less than the arm's-length
contract price; “Thus, for example, the
price received by a lessee/producer who
is a captive shipper of a single purchaser
pipeline, albeit unaffiliated, will be
accepted as the value, despite the fact
that competing market forces are not
operating. Even il audit revealed facts
that would indicate that the sales price
is suspect, the government would be
bound under the proposed regulations to
accept it if the parties were nominally
unaffiliated. The MMS proposal would
even foreclose the use of standard price
checks, presently used * * *in*® * °
audit efforts, lo assure that contrac!
proceeds represent the statutory
requirement of fair market value of
production.” One State commenter
concluded that in its attempt to
establish an "almost purely objective”
test and provide for certainty in
valuation, MMS has inadequately tried
10 justify "giving away the power to
prevent manipulation of the public's
royalties.” Other State and Indian
commenters claimed that the proposed
definition, although it may be objective,
remains “unworkable” mainly because
it does not include any reference to
“adve! se economic inleresis” and “free
and open market” nor would it serve as
an effective audit tool. They urge MMS
to use the definition first proposed by
MMS to the RMAC because "that
definition incorpurates the common
legal understanding of the term arm’s-
length—the existence of unaffiliated
willing buyers and willing sellers of
adverse economic interests operating in
a free and open market—and is the only
definition that can assure against
valuation becoming an industry *honor
system.' "

One State commenter stressed that
even though the inclusion of additional
criteria (“adverse economic Interest"
and “free and open market") would
increase subjectivity, “the appeals
proceas ia in place to provide protection
against arbitrary decisions.” State and
Indian commenters specifically
recommended that the proposed
definition be replaced by the one
proposed to RMAC by MMS in the draft
regulations. That definition reads as
follows:
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Arm's-length contract means a contract or
agreement that has been freely arrived at in
the open marketplace between independent,
nonaffiliated parties of adverse economic
interests not involving any consideration
other than the sale. processing, and/or
transportation of lcase products, and
prudently negotiated under the facts and
circumstances existing at that time.

One Indian Tribal commenter
suggasted that “MMS should derive a
definition of oil value for royalty
purposes (instead of what they consider
would be a necessary. all-inclusive,
lengthy definition of arm's-length
contract} which is simple and which
represents the true value of the
production. The [commenter| submits
that such a definition must be based on
the highest price paid or posted for
similar oil in the same field or urea.”
Another commenter stressed that the
definition limits the discretion of the
Secretary to select whatever method he/
she considers appropriate to delermine
the value of oil for royalty purposes.

A large number of indusiry
commenters agreed tha! the definition of
an "arm's-length contract” as “a
conltract or agreement belween
independent and nonafliliated persons”
is sound and appropriate. However,
these same commenters (plus some
Indian and State commenters) objected
to the phrase in the proposed definition
“or if one person owns an interest
(regardless of how small), either directly
or indirectly, in another person” as
being too “restrictive.” ' The rationale
for this position is that the phrase
appears to defeat MMS's intent lo use
arm'slength contracts as the principal
valuation method. Many industry
commenters addressed the need to
clarily the definition in order to insure
that joint ventures, joint operating
agreements, tax partnerships, and other
relationships where the “interest” of one
party in another is not one of beneficial
control, are specifically excluded. As
one of these commenters put it:
“Similarly. involvement in one or more
joint operations with a competitor
should not be viewed as materially
affecting the arm's-length nature of
transactions between the firms.

! Several commenters used the word “restrictive"
fo mean that the language in the propesed definhion
regarding “if one person owns an interest
(regardiess of how small), either directly or
indirectly, in another person” significantly restricts
the number of situations whers an arm’s-length
contract would actually exist. A few comments
espoused this same position, yet they lermed the
definition as too “broad." As used in this
discussion, MMS considers the ward "restrictive” ta
represent the above-mentioned position, and the
word “bioad” 1o denote that the language of the
definition is either too vagus or not restrictive
enough.
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However, the reference to joint venture
in the definition of person, which is
referenced in the proposed definition of
arm's-length contract, could be
improperly construed as including
normal joint ofl fleld operations
conducted under the terms of joint
operaling or similar agreements. Joint
operations clearly involve no
interlocking ownership of the
instruments of voling securities as
between the firms, Joint operations are
undertaken to accomplish effective
reservoir management, to satisfy
spacing requirements, or to share the
enormous costs involved in certain OCS
and frontier areas. Such }oint operalions
are often mandated and/or approved
and sanctioned by the various
governmental agencies having
jurisdiction and supervision over the
operationa (i.e., communitization,
unitization, and development plans; and
joint bidding agreements). They do not
establish joint marketing rights, or
otherwise erode the competitive desire
of each owner to achieve maximum
value for its share of production.”
Several industry commenters also
complained that the ownership by one
party of one share of stock in another
party would confer affiliated or non-
arm's-length status to virtually all
otherwise arm’s-length transactions
between the two parties. They further
stated that this would be true even if the
pension plan of one party holds one
share of stock in the other party. One
Indian commenter suggested that MMS
would waste its efforts trying to
determine ownership interes!: “There is
also a problem with using ownership
interest 'regardless of how small’ in the
definition. There I8 no deltnition in the
propased regulations of ‘owns an
interesl.' Would the ownership of one
share of stock be considered owning an
interest? Parameters must be set and
adhered to. When MMS starts trying to
determine ownership interests no matter
how small, an endless quagmire will
develop, and time and resources will be
devoted to this determination when they
would be better spent on MMS's other
duties.” )

Another industry commenter pointed
out that the proposed definition is
inconsisten! with the guidelines
concerning beneficial control under
generally accepted accounting
principles, while a number of other
industry commenters claimed that it
eliminates certainty in valuation.

The majority of all the comments
stress the need to replace the phrase “or
if one person owns an interest
(regardless of how small), either directly
or indirectly, in another person” with a
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statement that specifies quantifiable
limits that would be used to determine
whether or not one party would be
considered to have a controlling interest
in another party. Nearly all of these
comments recommended that MMS
adopt the following language for the
definition of contro! which has already
been implemented by BIM as codified
at 43 CFR 3400.0-5(rr)(3) {51 FR 43910,
December 5. 1988):

Controlled by or under common
control with, based on the instruments
of ownership of the voting securities of
an entity, means:

(i) Ownership in excess of 50 percent
constitutes control;

(ii) Ownership of 20 through 50
percent creates a presumption of
contrel; and

(itl) Ownership of less than 20 percent
creates a presumption of noncontrol.

A few industry commenters
recommended replacing the word
“person” with the word “party" in the
definition of arm's-length contract
because they foresee that the use of the
word “person” will “unnecessarily
preclude contracts between joint
ventures from qualifying as arm's-
length.” Similarly, one industry
commenter suggested deleting the words
“consortium” and “joint venture” from
the definition for “person” {“party”) for
the same reason.

Finally, one industry commenter
objected to “the implicit and explicit
presumption throughout the Qil Proposal
that proceeds actually received through
affiliated sales are less than fair value.
This presumption places an unfals,
impractical. and impossible standard on
a producer who, acting in its best
economic Inlerest, elects to sell to an
affillated entity. In this regard, a
redefinition of the term "Arm’s-Length
Contract” is recommended to eliminate
reference to and inclusion of de minimis
relationships.”

Based on the numerous comments
concerning the originally proposed
definition, MMS included in the first
draft final rule a definition which
adopted the “control" language found in
the BLM's regulations at 43 CFR 3400.0-
5(rr){3). In response to those
commenters who believed that parties to
an arm's-length contract must have
adverse economic interests, MMS
included in the first dralt final rule
definition a provision which requires
that to be arm's-length a contract must
reflect the total consideration actually
transferred from the buyer to the seller,
either directly or indirectly. For
example, if the parties to the contract
agreed that the price for oil from a
Federal or Indian lease will be reduced
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in exchange for a bonus price to be paid
for other production from a fee lease,
MMS would not treat that contract as
arm's-length.

Many of the comment!s on the first
draft final rule again focused on the
definition of arm's-length contract. Most
of the Industry commenters believed
that the reference to “reflects the total
consideration actually transferred
directly or indirectly from the buyer to
the seller” did not belong in the
definition of arm's-length contract.
Rather, they stated that it properly
should be dealt with as a “gross
proceeds” issue. The States and Indians
commenied that a reference to adverse
economic interests still was necessary.
They also believed that there must be a
requirement of a free and open market. -
Finally, the States and Indians thought
that MMS should lower the control
threshold to 10 percent and that MMS
should have more flexibility to rebut
presumptions of noncontrol. Many of
these commenters also thought that the
rules should state that the lessee has the
burden of demonstrating that its
contract is arm's-length.

The comments on the second draft
final rule were similar to those already
received. Many commentlers raised
questions about poasible audit
difficulties. The American Petroleum
Institute supported the definition in the
second draft final rule.

MMS Response: The MMS adopted
many of the changes suggested for the
originally proposed definilion. The MMS
agrees that the "total consideration™
issue is properly a gross proceeds matter
that does not reflect the affiliation of the
parties. Thus, that phrase has been
deleted from the arm's-length contract
definition and the matter dealt with
under the definition of “gross proceeds".
The MMS did not adopt the concept of
“free and open market” because that
concept is highly subjective. However,
MMS did include a requirement that the
contract be arrived at "in the
marketplace” in support of the concept
that an arm’s-length contract must be
between nonaffiliated persons. Also, in
furtherance of that concept, MMS
included a provision that an arm's-
length contract must be between
persons with opposing economic
interests regarding that contract which
means that the parties are acting in their
economic self-interest. Thus, although
the parties may have common interesla
elsewhere, their interests must be
opposing with respect to the contract in
{ssue. In response to many comments on
the second draft final rule, MMS has
reduced the control threshold to 10
percent. The MMS can rebut
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presumptions of noncontrol between 0
and 10 percent and lessees can rebut
presumptions ol control between 10 and
50 percent.

Many commenters thought that
MMS's inclusion of joint venture in the
definition of "person” improperly
narrowed the definition of arm's-length
contract, These commenters have
misconstrued MMS's intent. The
definition of “person” includes joint
venlures because there are instances
where joint ventures are established as
separate entities. In those situations, if a
party with a controlling interest in the
joint venture buys production from the
joint venture entity, that contract is non-
arm's-length. However, MMS is aware
that it also is common for companies to
jointly contribute resources to develop a
lease and then share the production
proportionately. In a situation where
four totally unaffiliated companies share
the production, if one of the companies
buys all of the production [rom the other
three, those three contracts would be
considered arm's-length. The company's
purchase from its affiliate of course
would be non-arm's-length.

The MMS also has included in the
arm's-length definition a provision
whereby if one person has less than a
10-percent interest in another person
which creates a presumption of
nonconlrol, MMS can rebut that
presumption if it demonstrates actual or
legal control, including the existence of
interlocking directorates. For example,
there may be situations where
ownership of 5 percent of a very large
corporation could give a person
sufficlent control to direct the activities
of that corporation. Where there is
evidence of actual control, MMS can
rebut the presumption of noncontrol,

Finally, in responae to those
commenlers who belleved thatl the
lessee has the burden of demonstrating
that its contract is arm's-length, MMS
has included such a provision in the
valuation sections, discussed below.
The MMS also believes that these
seclions satisly the request that the
rules prescribe that the lessee has the
burden of proving nonaffiliation because
one of the requirements for
demonstrating that a contract is an
arm’s-length contract i{s o demonstrate
the degree of affiliation between the
contracting parties,

The MMS may require a lessee o
certify ownership in certain situations.
Dacuments that controllers or financial
accounting departments of individual
companties file with the Securities and
Exchange Commission concerning
significant changes in ownership (e.g.. 5
percent) must be made available to
MMS upon request.
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The final rule also provides that, to be
considered arm's-length for any specific
production month, a contract must meet
the definition's requirements for that
production month as well as when the
coniract was executed. Some indvatry
commenters objected to this provision
stating that, if the contract was arm's-
length when executed, it should satisfy
MMS.

MMS Response: When the parties to a
contract na longer have opposing
cconomic interests, the reliability of that
contract as an accurate indicator of
value becomes suspect. In such
circumstances, MMS will not rely on a
contract price to conclusively establish
value,

The MMS asked for comments on
whether the term “relatives” needed
further definition. Many useful
comments were received. The MMS has
decided, however, that further
explanation of the meaning of relatives
is belter suited to guidelines which will
be prepared after these rules are
adopled.*

*Audit"—Only a few comments were
received on this proposed definition. All
the comments focused on the portion of
the definition which followed the first
sentence, Generally, these comments
suggested that the proposed definition
limited the scope of MMS's authority,
particularly with regard to Indian leases.

MMS Response: It s MMS's intention
that the dofinition not be limited.
Therelore, the final rule deletes
everything following the first sentence
of the proposed definition because the
succeeding sentences were only
intended to be explanatory.

“Condensate”—One Ind):mtry
comment advocated adding the phrase
“beyond normal lease separation
procedures” after the word “processing”
In the Lirs! sentence of the definition in
order to clarify that “liquid
hydrocarbons resulling from normal
lease separation procedures are
condensate” whereas “processing.” in
this conlext, refers to more sophisticated
facilities that are generally located off
lease.

MMS Response: This definition has
been retained intact in the final rule.
However, a definition of the word
“nrocessing” has been added for
clarification 'puxoul at § 206.101.

“Contract”—A comment from a State
commenter recognized that “as a matter
of law, oral contracts are enforceable.”"
This commenter recommends that the
words “oral or" be deleted because they
argue that “there is no way that the
terms of such contracts can be
adequately verificd to assure that all of
the consideration and benefits under it
have been honestly detailed by the
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lessee under proposed § 207.4. Thus, the
government, in a situation involving an
oral contract, must assure itself thal it
has all of the information relevant to the
transactinn; rellance on the ‘contract’
documenl—drafled by one party only—
would be insuflicient.”

MMS Response: The MMS has
retained this definition as proposed
because, in accordance with § 2074,
oral contracts negotiated by the lessce
must be placed in written form and
retained by th.: lcasee. If the MMS
believes that the written documentation
is not a truthful representation of the
actual terms of the sales agreements, the
lessee may be liable for penalties for
submitting false, inaccurate, or
misleading data.

“Gathering"—MMS included in the
draft final rule a definition of gathering
as the movement of lease production to
a central accumulation or trestment
point on the lease, unit, or communilized
area, ot to a central accumulation or
treatment point off the leasc. unit, or
communitized area (if authorized by the
BLM or MMS operations authority). In
most instances, gathering is a cost of
production or marketing for which MMS
will not grant any deduction.

The MMS received numerous
comments from industry concerning the
phrase “or to a central accumulation or
treatment point off the lease, unit or
communitized area as approved by BLM
or MMS OCS operations personnel for
onshore and OCS leases, respectively.”
These commenters stated that the
phrase was unclear and that it should be
removed from the definition. Several
industry commenters recommended
limiting gathering to the lease or unit
area so a transportation allowance may
be obtained for all offlease movement.

MMS Response: The definition has
been retafned intact. The operational
regulations of both BLM and MMS
require that a lessee place all production
in a marketable condition, if
economically feasible, and that a lessee
properly measure all production in a
manner acceptable to the authorized
officials of those agencies. Unless
specifically approved otherwise, the
requirements of the regulations must be
met prior to the production leaving the
lease, Therefore, when approval has
been granted for the removal of
production from a lease, unit, or
communitized area for the purpose of
treating the production or accumulating
production for delivery to a purchaser
prior to the requirements of the
operational regulations having been met,
MMS does not believe that any
allowances should be granted for costs
incutred by a lessee in these instances.
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“Gross Proceeds”—MMS received
many comments on tha definition of
“gross proceeds” from indusiry, States,
Indian Tribes, and a State/tribal
association.

One Stale agreed with the language of
the proposed definition and supported
its endorsement as follows: “Such a
definition must be all inclusive. Any
exceptions would only serve as
precedents for carving more exceptions,
and invite creative accounting
mechanisms aimed al escaping royalty
obligntions.”

One Indlan commenter recommended
replacing the word “entitled"” with the
phrase “accrued or accruing to" while
another State commenter supported
retaining the word “entitled ™ because it
confirms the lessee's “obligation to act
in the best interests of the lessor.” This
same commenter, however. pointed ogt:
“In the Purpose and Background
statement, MMS states that it is the
intent of the regulations to include as
royalty all of the benefits accruing, or
that could accrue, to the lessee.
However, the actual definition of gross
proceeds does not encompass all
potential benefits. For example, a lessee
may accep! a lower price for its
production from a Federal lease for the
apportunity to sell to the particular
purchaser its production from other
leascs. Despite the difficulties of
attributing a value lo such an
opportunity. it is a benefit accruing to
the lessee under its sales contract. The
language of the definition, however,
suggests that ‘gross proceeds’ only
encompasses consideration that has
been stated in dollar terms. Thus, it
technically does not include all of the
benefita that could accrue under a sales
contract.”

A majority of those commenters that
objected to the proposed definition
expressed the same basic arguments in
support of their position. Several
industry commenters argued that the
proposed definition contains language
which is too expansive, claiming that
the word “entitled” injects uncertainty
and subjectivity inlo valuation. In
addition, this term Is considered
objectionable by some because, as one
commenter stated, “the inten! of
‘entitled" is not clearly understood, nor
is it a clearly defined legal term. Lessees
cannot know how either they or MMS
auditors will, or should, apply the
‘entitled’ concepl." They recommend
deleting this term and abandoning the
underlying concept altogether.

A few industry commenters suggested
that the proposed delinition does not
conform to the terms of Federal and
Indian oil and gas leases nor the
statutes under which they were issued.
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They argue that the present definition
“attempts to collect royalty on
consideration received by the lessee
{for] other than production saved.
removed, or sold from the lease” and
that it seeks to redefine “value" to
include income or credits which are
unrelated to such production.

Other indusl?' commenters agreed
with this overall approach, especially as
it relates to reimbursements for
*production costs" and “post-production
costs.” One commenter addressed this
point at length: "This definition must he
changed to limit the royalty to the value
of the production at the lease, The
current expansive definition allows
MMS to reach far beyond that value to
confiscate the value added by post-
production activities. The MMS has
misread the The California Co. v, Udall
decision to require the lessee 1o do much
more than place production in a
marketable condition. If production
could be sold at a lease but the lessee
determines to enhance the value by
retaining control and further processing
it, the value added or reimbursements
for the costs of such further handling are
not appropriate for consideration in the
value of the product for royalty
purpases.”

Many of the industry commenters
objected 1o the “laundry list" of services
they asseried are unrelated lo
production being included as part of
“gross proceeds.” One industry
commenter urged MMS fo adopt
language which would specifically allow
a variety of costs to be deducted from
gross proceeds in order to arrive at the
value of production.

A few industry commenters concluded
that the definltion, in its present form, is
inconsistent with indusiry practice and
not responsive to the “inleraction of
market forces."”

One industry commenter noted that
“some of the {tems specifically identified
as subject to royalty under the gross
proceeds concept are the subject of
ongoing litigation and the MMS should
not preempt judicial decision through
regulation.”

One State commenter asserted that
the definition is only necessary as a
determinant of minimum value and. in
this sense, should be as expansive as
possible. This commenter suggested that
“the words ‘but is not limited to’ need to
be added after the words ‘gross
proceeds, as applied to oil also
includes.’ " This language was thought
to be needed because there is 'no
reason to restrict the term gross
rroceodt to encompass only those items
isted." Furthermore, this commenter is
concerned that the present language will
“restrict the Secretary's authority to
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react if different types of sules
arrangements arise in the future.”

Another induslry commenter asserted
that there are *serious ambiguities and
inconsistencies” in the definition of
gross proceeds “as related to
transportation deductions imposed by
oil purchasers. These ambiguities and
inconsistencies could be interpreted to
preclude the use of & market-based
value for royalty oil where oil
purchasers in the area deduct actual
transportation costs from their posted
prices.”

A large number of industry
commenters recommended that MMS
adopt the definition proposed by the
RMAC Qil Valuation Panel which reads
as follows: “Gross proceeds {for royalty
payment purposes) means the
consideration accrued to the lossee for
production removed or sold from &
Federal, Tribal. or Indian allotted lease.’

Many of the comments on the second
draft fina! rule addressed the gross
proceeds definition, particularly
industry comments. These comments
again generally stated tha! the definition
is too expansive.

MMS Response: In the draft final rule,
MMS included a definition which was
modified slightly from the original
proposal. In the second drafl final rule.
MMS again made a modification
discussed below, which has been
retained in the final rule. The MMS
retained the intent of the proposed
language because gross proceeds to
which a lessee is “entilled” means those
prices and/or benefits to which it is
legally entitled under the terms of the
contracl. If a lessee fails to take proper
or timely aclion to receive prices or
benefits (o which it is entitled under the
contract, it must pay‘royalty al a value
based upon that legally obtainable price
or benefit, unless the contract s
amended or revised. As is discussed
more fully below, gross proceeds under
arm's-length contracts are a principal
determinant of value. MMS cannot
adopt that standard and then not require
lessees to pay royalties in accordance
with the express terms of those
contracts. (See § 206.102(j).) It is MMS's
intent that the definition be expansive to
include all consideration flowing from
the buyer to the seller for the oil,
whether that consideration is in the form
of money or any other form of value.

Lessees cannot avoid their royalty
obligations by keeping a part of their
agreement outside the four corners of
the contract. Moreover, as noted =arlier,
many commenters stated that the “total
consideration” concept properly
belonged as part of gross proceeds, not
in the definition of arm‘s-length contract.
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Therefore, MMS purposefully has
dralted the gross procees definition 1o
be expansive and thus include all types
of consideration flowing from the buyer
to the seller. Toward that end, MMS has
replaced the word “paid” used In the
first draft final rule with the term
“accruing.” There may be certain types
of consideration which are not actually
paid by the buyer to the seller, but from
which the seller bunefits. The term
“accruing” ensures that all such
consideration is considered groas
proceeds.

The so-called “laundry list™ of
services are all beneflts that a lessee
may be legally entitled to under the
terms of the contract and are considered
part of the value for the production from
the lease. Costs of production and
placing production in marketable
condition are considered services that
the lessce is obligated to perform at no
cost to the Federal Government or
Indian lessor.

“Indian Tribe"—MMS has corrected
the typographical error in the proposed
definition and has replaced the word
“state™ with the words “United States.”

“Lease"—One Indian commenter
focused on the following issue:
“Inclusion of any contract, profit-sharing
arrangement, joint venture, or other
agreement in the term ‘leuse’ as opposed
to a more standardized Bureau of Indian
Affairs (BIA) form lease may cause
conlusion. Most joint ventures and
profit-sharing arrangements contain
explicit provisions on payment of
expenses and division of revenues.”

AIMS Response: Contracts, profit-
sharing arrangements, and joint
ventures are all examples of types of
valid leases already in existence. All
specily royalty provisions. some more
detailed than others. Nonetheless. they
all qualify under the definition of
“lease." Therefore., MMS has retained
the proposed definition in the final rule.

*“Lessee™—The proposed definition of
“lessee” generated comments from the
industry and from States. By far the
most significant issue raised is that the
proposed definition is inconsistent with
the statutory definition of “lessee" found
in the Federal Oil and Gas Royalty
Management Act of 1882 (FOGRMA).
The originally proposed definition uses
the phrase “or any person who has
assumed an obligation” whereas the
language in FOGRMA uses the word
“assigned™ in place of the word
“assumed.” The commenters argued that
MMS’s use of the word “assumed”
expands the definition beyond the intent
of Congress and “seeks to invalidate the
lease provistons with respect to royalty
payment * * *" They further asserted
that there is no reason to redefine the
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term and recommended using the
definition found in FOGRMA at section
3(7). 30 U.S.C. 1702(7).

Two Industry commenters suggested
that the definition be narrowed to
“exclude persons who have assumed an
obligation to make royalty and other
payments required by the lease." Their
argument focused on the difference in
responsibilities between lessees and
payors: “The payor is not necessarily a
lessee and should not be defined as one.
A lessee is bound by the terms of a
lease agreement while a payor is not.”

Two industry commenters suggesied
that the definition as provided in
FOGRMA should be revised for the
purposes of these regulations for the
sake of clarity.

A State commenter objected to the
proposed definition because it has the
effect of spreading “the reporting and
payment responsibility among numerous
parties. With each of these parties
reporting and paying separately. no
single party has the responsibility to
insure that 100 percen! of all production
is reported and 100 percent of the
royalties are paid.”

MMS Response: The MMS agrees
with the comments regarding
consistency with the definition found in
FOGRMA and. therefore, has replaced
the word "assumed™ with the word
“assigned.” The term “assigned.” as
used in this part, is restricted to the
assignment of an obligation to make
royally or other payments required by
the lease. It is in no way related to lease
“assignments” approved through the
MMS, BLM, or BIA. It is MMS's intent
that operators and others who pay
royalties follow these regulations in
determining the royaltics due. The
lessee of record is ultimately
responsible if the operator or payor does
not properly pay the royalties due the
lessor.

“Like-quality lease products"—
Several Indian commenters stated that
the definition should not include any
reference to legal characteristics. The
concern of many of these commenters
was that this criterion could result in
State-imposed limitations on royalty
values.

MMS Response: The MMS disagrees
that reference to legal characteristics
should be deleted. The term like-quality
is used in the rules for comparability
purposes. {f oil is regulzated, only oil in
the same regulated category should be
considered in a comparability analysis.

“Load Oil"—One industry commenter
suggested that the word “fuel” be added
as noted in the following proposed
language: * Load oil means any oil
which has been used with respect to the
operation of oil or gas wells for fuel,
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stimulation, workover, chemical
treatment, production or such other
purposes as the operator may elect.”

A State commenler recommended
deleting the phrase “as the operator may
elect” from the definition because:
*There is no reason to institutionalize. in
an enforceable regulatory form. a
standard of lessee discretion.”

MAMIS Response: Load oil is
distinguished by MMS as oil used for the
purposes of stimulating production
through injection into the wellbore.
Using oil for the purooses of enhancing
the value of, or otherwise treating. lease
production at the surface is not
considered “load oil.” Thus, oil used as
fuel is not load oil. Also, in order to
eliminate confusion. MMS has deleted
the phrase “or such other purposes as
the operator may elect.”

“Marketable condition”—Only a few
persons commented on this definition. A
State commenter addressed the
following concerns: “The definition
states that product will be deemed
marketable if it is ‘in a condition that
will be accepted by a purchaser under a
sales contract typical for the field or
area.’ Such'contracts, now or in the
future. may provide that the purchaser
bear the costs of the treatment
necessary to place products in a
marketable condition. Under the
definition, as written, therefore, there
would be a theoretical market for
untreated product. and MMS would lose
the benefit of the increased value
attributable 1o requiring the lessee to
perform the necessary conditioning.

“An additional problem exists
because of the difficulty of determining
whalt is ‘typical’ for the field or area.
This is because of the same
informational difficulties that disable
MMS from adequately applying the
majority portion analysis. Without full
access to the range of sales
arrangements that may exist for
production in a given area. MMS will be
forced to rely on lessee-selected
documentalion in order to determine
what tyne of conc'itioning is ‘typical’ for
the area.”

Two industry commenters stated that
the definition is too subjective and
provides no guidance to the lessee.

MMS Response: The MMS believes it
is highly unlikely that the oil industry
wou?d change the quality requirements
for oil sales to avoid paying royalties on
nonrecoverable marketing costs. If such
an arrangement occurred, MMS wauld
then need to determine if the
arrangement is an attempt to avoid
paying royalties on the market value of
the oil, or a contract to not only
purchase the oil, but to place it in
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markelable condition as well. In either
case, the costs for placing the product in
marketable condition would not be an
allowable deduction from the value for
royally purposes. (See § 208.102(i).)

“Marketing Affiliate”—~MMS received
several comments that sales o
marketing affiliates who then resell the
oil to third persons should not be treated
undcr the rules as non-arm's-length
aales. MMS has addressed this issue in
the valuation rules discussed below, and
is including a definition of markeling
affiliate as an affiliate of the lessee
whose {unction is to acquire only the
lessee's production and to market that
production. Some industry commenters
stated that the term “only” should be
deleted to include affiliates that
purchase oil from other sources
including other sellers in the same field.

MAIS Response: The MMS is retaining
the term only. If the affiliate of the
lessee also purchases oil from other
sources, then tha! affiliate’s posted price
or ail sales contract prices could be used
in determining value if they satisfy the
first benchmark. Also. deleting the term
“only” from the definition may require
the lessce to track production much
farther downstream than the point at
which it can be valued under the
benchmarks.

“Net-back method™—Two State
commenters objected to the proposed
definition and industry commenters
recommended adding clari{ying
language. The following discussion
outlines the position of the two State
commenters that found the proposed
definition objectionable: “Briefly. our
objections are twolold: 1. Net-back is a
useful method to independently cross.
check lessee declared values, and thus
its use should not be restricted to those
situations in which the ‘first’ sale,
transfer. or use is downstream from the
lease.

*“Second. net-back should be allowed
from any reasonable point at which a
value can be ascribed to the product.
There is no guarantee tha! the ‘initial
sales point’ or *first alternate point’ will
exhibit the open market conditions
essential for attribution of a true value
{or the products.

“We therefore propose the following
alternate definition: Net-back method
means a procedure for valuing or
verifying prices assigned to lease
products or for independent cross
checking of the validity of the gross
proceeds of lease products or of prices
posted or paid in a field or area. The
procedure involves calculating back
from any downstream point at which
values for such products reasonably and
fairly can be derived. In applying the
net-back, consideration will be given to
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the reasonable costs of processing and
transportation from the producing lease,
unit or communitized area (o arrive at a
value for the products at the lease.”

The industry commenter
recommende?lhal the following
language be added to the proposed
definition: “In net back calculation the
alternate point used for value
determination shall be the point which
is the closest point to the lease at which
a price for similar lease products can be
established by alternate means. Such
alternate means may include posted
prices or published spot market prices.”

MAS Response: Upon review, MMS
determined that the originally proposed
definition of net-back was too broad—it
applied to any situation where lease
production is sold at a point off the
lease. MMS's intent {s that a net-back
method be used for valuation primarily
where the form of the lcase product has
changed. and it is necessary to start
with the sales prices of the changed
product and deduct transportation and
processing costs. An example would be
where oil production from a Federal
lease is used-on lease to generate
electricity which is then sold. If the
value of the oil cannot be determined
through application of the first four
benchmarks in the regulations (see
§ 208.102(c])). then a net-back method
would involve beginning with the sale
price of the electricity and then
deducting the costs of generation and
transportation, thus working back to a
value at the lease. In the draft final rule.
MMS used the phrase “ultimate
proceeds” to try and refer to the
downstream product. Many commenters
thought the term would result in MMS
doing a net-back from the farthest
downstream product, even to the point
of “Stainmaster Carpet” or “model
airplanes.” This was not MMS's intent.
Therefore, the term “ultimate™ was
deleted and a reference included to
starting the net-back at the first point at
which reasonable values for any product
may be determined by a sale pursuant to
an arm's-length contract or by
comparison to other sales of such
products. Thus, if there are five different
stages of chemical or fiber products
between oil production an
“Stainmaster Carpet." if the value of the
second product can be determined
through comparison with sales of other
such products in the same market, MMS
would begin the net-back from that
product, not from the sale price of the
carpet,

“Person"—~One Indian commenter
supported the inclusion of “joint
venture” in the definition of “person”
while two industry commenters
recommended that “joint venture” be
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deleted. The rationale these two
commentera rely on as the basis for
recommending deletion is that the term
“person” is used in the definition of
“arm's-length contract" and il “that
definition is not altered as suggested
herein, then inclusion of a joint venture
in the definition of person will further
narrow the definition of ann’s-length
transaction by clouding the issue of
control and the application of the
definition |of] arm’s-length to other joint
venturer transactions.” Another industry
commenter advocated replacing the
word “firm" with the word “company™
because they believe thal, in this
context. it would be more appropriate.
Another industry commenter
recommended adding the phrase “when
established as a separate entity” after
the term joint venture.

AIMS Response: The MMS hes
adopted the addition of the suggested
phrase conce:ning joint ventures in the
final definition. The MMS agrees that
two unafTiliated parties jointly
developing and producing a lease should
not be viewed as one entity unless those
parties have formally established a
separate entity that involves them both.

“Posted price”—The proposed
definition received only a few
comments. two of which recommended
expanding the definition of posted price
to include the phrase “or at the specific
onshore or offshore terminal(s) listed in
the announcement” after the words “in
the field.” These industry commenters
stated that there are “currently very few
‘field postings,’ rather there are terminal
postings™ and that expansion of the
definition as noted above would avoid
confusion in applying the definition.

Another industry commenter believed
that the word “posted” is outdated and
that some purchasers may not publish a
price bulletin. instead providing price
quotations or notices to any seller
desiring to do business with the
purchaser.

A State commenter recommended
deleting the phrase “net of all
deductions” for the following reasons:
“The ‘net of all deductions’ language
should be deleted. MMS has proposed a
system of allowances, which as a
practical matter makes the ‘net of
deduction’ language unnecessary for the
purposes of defining ‘posted price.’ This
proposal could be interpreted to
institutionalize the allowances without a
mechanism of independent cross-check
by MMS.

*Common industry deductions are for
transportation and conditioning. Yet
there are no restrictions upon what a
poster can include as a deduction from
the posted price. Thus MMS must retain
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the power o scrutinize such matiers,
and add such deductions back into the
value of the praduction when
necessary.”

This same commenler believed that
the definition is toa reatrictive: "Wo also
object to restricting the definition of
Rmtod price to formal price bulletins,

nthor, the definition should be broader
and include both prices posted and
those rugularly pald. 1t is not unusual for
u buyer to come into the market and
offer publicly a price for crude, which ls
like a posting but not neceasarily a price
bulletin. Such publicly announced offors
10 buy could be at a price higher than
offered in & price bulletin, and are no
leas ‘marko! determined’ than
supposadly are postings in bulletins.
Price bulletina are, generally, only
circulated by the major companies and
thua rollance on them may give undue
udvuntnge to the ability of those
companies to eatablish prices.” A State
commenter also recommended deleting
the phrase “and location for ofl In
marketable condition” stating that thia
provision authorizes lessees to, in effect,
deduct transportation costs without any
review by MMS,

AMS Responge: The MMS is
expanding the definition in the final rule
to include references to oushore and
offshora “terminal postings” und “price
noticen.” For clarification purposes, the
word “condition” replaces the word
“quality” which follows the word
“marketable” in the first sentence. The
phrase “net of all adjustments™ has been
revised to read “net of all adjustments
to." As used in this definition, the term
“adjustments” refers to deductiona from
the price of oil far quality adjustmenta
auch as AP gravily and sulfur cantent.
Adjustments for locution also may be
taken inlo account where appropriate. it
would be unfair not to take into account
price reductions which reflect location.

"Processing”~—MMS has added a
definition of “processing™ as any
process designed to remove elements or
compounds (hydrocarbon and
nonhydrocarbon) from gas, including
absorption, adsorption, or refrigeration,
Fiald processes such as natural pressure
reduction, mechanical separation,
heating, cooling, dehydration, and
compression are not considered
processing. Under this definition, the
changing of pressures and/or
temperatures in a reservoir is not
consldered processing.

Section 208.202 Valuation standards.

Section 206.102(a) sets the basic
standard that the value for royalty
purposes will be the value of the oil
determined pursuant to this section less
applicable allowances. One State
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commontor recommended that the
phrase “less applicable transportation
allowances" be deleted because it is
unnecossary, confusing, and because i\
implien that the lessee can deduct the
tranaportation allowance from the value
teceived and report the resultant
reduced value as a single line {tom.

MMS Rosponse: The rogulation as
adopted relors 1o “applicable”
allowances, which includes
transportation allowances, It does not
{mply thal any and all costs can be
deducted. Also, it refars to “this
Subpnrt” which includes § 208.108, That
section providea complete detaila
reqarding tranaportntion allowances.
Thoesefore, this suggestion was not
udopted.

Two Indian commenters
recommended that the parageaph be
modified by (1) deleting uny relerence to
the transportation allowances because
they are lmgmpcr for Indian leases, and
(2) adding the phrase “in marketable
condition,”

MMS Response: Transportation
allowances are allowable under most
Indian leases. It has been MMS's
practice {n grant such allowances. If an
Indian lease restricts such allowances,
then the lease terms will govarn,

The MMS does not agree that the
rhrnao “{n marketable condition" should
ha insorted prior to the word
“determined.” Section 200.102(1) requires
that oil be placed in marketable
condition a! no cos! 10 the lessor. Thus,
because § 206.102(a) provides that value
be "determined pursuan! to this
scction,” the marketability requirement
already is included.

The MMS Is including in the final rule
a new paragraph (a)(2) which statea that
for any Indian leases which provide that
the Secretary may consider the highest
price paid or offored for a major portion
of production (mafor portion) in
determining value for royalty purposes,
MMS will, where data are available and
where it is practicable, compare the
value determined in accordance with
the prescribed standards with the ma{or
portion. The rule provides that the value
for royalty purposes will be bused upon
the higher of those two values. The draft
final rule included a provision that, if
MMS determined that the major portion
results in an unreasonably high value,
then it would not be used for royalty
purposes, Many Indian commenters
thought that, for their leases which
include & specific reference to the major
portion, value should establish a
minimum value, and a major portion
value in most instances will be
reasonable because at least half the oil
is sold at or abave that price. MMS
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agrees and has made the change to the
final rule.

Many Indian commenters raised
concerns about the qualifications
included in this paragraph, These
commeanters muat recogniza thal, if data
are not available, it is impossible to du a
major portion analysis.

The MMS Ia also including in
paragraph {a)(2) a description of how
the major portion is computad. It will ba
determined uaing like-quality ol sold
under arm‘s-length contracts because
non-arm's-length contracts may not
rofloct market value. The produciion
will be arrayed from highest price to
lowes! price {nt the bottom). The major
portion {s that price nt which 50 percent
(by volume) plus one barrel of the oil
{starting from the holtom up) is sold. An
induatry commonter recommended
delation of the reference to “aren"”,
However, because only arm's-length
contracts are used in l{m analysis, the
field may not yield a sufficiently
reasonable sample in all cases.
Generally, it will not be necessary to
look beyond the field.

The MMS belleves that, for these
Indian leases, by compnaring the major
portion to values determined using
arm’s-length contract prices or the
benchmarks {or non-arm's-length
contracts, and using the higher of the
two, the Indians will be receiving
royalties in accardance with their
contract with the lessee.

One industry commenler was critical
of the major portion analysis claiming
that {t could yield eratic results in some
circumstances. An Indian commenter
suggested that MMS use the
Conservation Division Manual
procedure for computing major portion
which was claimed to be different from
whal was included in the rules.

MMS Response: The ma}or ortion
analysis has been a part of valuation
procedures for at least 45 years. The
MMS considers it to be a workable
pracedure. The MMS maintains that the
procedure contained in the final rules is
consistent with the Conservation
Division Manual {which no longer is in
effoct).

Section 208.102(b) provides the
valuation procedure for valuing oil sold
pursuant to arm's-length contracts.
Many commaenta were received
regarding the concept of valuing oil on
the basis of groas proceeds received
under an arm's-length contract. They
were about equally divided (n number
as to those in favor and those opposed.

Several State and Indian commenters.
and one State/Indian association
disagreed with the concept of valuing oll
on the basis of gross proceeds received
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under an arm's-length contract, The
commenters contend that, historically,
gross proceods has been regarded an a
minimum value and that It has long been
recognized that & market value clause in
a loase “{s distinctly and substantiaily
different from a gross proceeds clause.”
They were concerned that the concep!
eatablishes an industry honor system.
Also, concern was expressed that the
proposed regulations be consistent with
the provisions of the Indian loase
agreemont, and they questioned whether
the proposed regulation parmits the
Secretary to discharge his/hor
reaponsibilities 1o the Indian lessors.
These commenters maintained that
whether an arm's-length transaction
yields market value depends upon the
definitlon of arm’s-length contract.

Twa State and two Indian
commenters expressed concern that the
proposed regulntions will
institutionalize an industry “honor
systom” for valuation of Federal royalty
production. The commenters stated that
the rules provide no mechanism for
indepondent oversight and croas-check
of lesace declarations af value and
impose such impossible {nformation
burdens on government that they can
only result in total reliance on lessee.
generated information. They stated
further that whether an arm'a.longth
teunsaction ﬁlclda market value depends
upon the definition of "arm‘s-length”
und whether independent price checks
confirm the receip!t of proceeds.

The commenters pointed out that
many sales arrangements may appear to
be arm’s-length on the surface, but in
uctuality the producers sre “captive
shippers” subject to forced sale and the
purchaser's take-ll-or-leave-it price, This
scenario is stated to be contrary o the
common legal understanding of an
arm‘s-length market.determined price.
The commenters noted that MMS's
definition of “arm's-length" does not
even contain the minimum acceptable
requirements, in a legal sense, necessary
1o nasure that such contracts are, in fact,
arm's-length. They argue that the use of
an arm's-length/gross proceeds
valuation method requires that such
matlers as open-market conditions and
the relationships between parties.
beyond mere affiliation, be investigated.
Also, the commenters stated that MMS
does not confin arm’s-length to those
contracts that involve only the
consideration for the sale of lease
products, Coupled with the proposed
definition of gross proceeds, the
commenters believe “this allows lessees
the opportunily to manipulate the prices
recelved for thelr production from a
Federal lease by accepting a lower price
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in arder o sell production from other
non-Federal leasos, possibly at a more
profitable price."

MAMS Response: In tesponse to a large
number of comments from the States.
Indians, and industry, MMS has
modified the regulations which govern
the valuation of o!l production sold
pursuant to arm's-length contracts, For
almost all such sales, the valua for
royally purposes will continue to be the
{,rou proceeds accruing lo the leasee,

nder MMS's exmlng regulations, the
lessec's groas proceeds pursuant o an
arm's-length contract are ncceplable,
though not conclusively, as the value for
royalty purposes. The MMS believes
that the gross proceeds standard should
be applied to arm's-length sales for
several reasons. MMS typically accepts
this value hecause it Is well grounded in
the realitios of the marketplace where,
in most cases, the 7/8ths or 8/6tha
owner will be striving to obtain the
highest attainable price for the ofl
production for the benellt of ilsell; the
royalty owner beneflts from this
incentive. It also adds more certainty to
the valuation process for puyors an
provides them with a clear and
equitable value on which to base
royalties. Under the final regulations, in
most instances the lessee will not need
to be concerned that several years after
the production has been sold MMS will
establish royalty value in excess of the
arm’s-length contract proceeds, thereby
imposing a potential hardship on the
lessee.

Establishing gross proceeds under an
arm's-length contract as the royalty
value also has benefits for MMS and
those States which assist MMS in the
audit and enforcement effort. The gross
proceeds standard will give auditors an
objective basis for measuring lessee
compliance. It will reduce audit
workload and reduce the administrative
npr«-ul burden which results when
valuation standards are too subjective,
particularly when values are determined
to bu in excess of a lessee's urm's-length
contract gross proceeds.

MMS recognizes, however, that there
must be exceptions to the general rule
that the lessee's arm's-length contract
price should be accepted without
question as the value for royalty
purposes. One such situation is where
the contract does not reflect all of the
consideration flowing either directly or
indirectly from the buyer to the seller.
As an example, in return for Seller's
reduced price for oil production from a
Federal lease, Buyer may agree to
reduce the price of gas it sells to the
Seller from a non-Federal lease. This
agreement {s not reflected in the oil
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sales contenct, In the event that MMS
becomes aware of consideration that
exista outside the four corners of the
contract, MMS could accept tho lessee's
grosa proceeda as value, adjusted to
reflect the additional consideration,
However, in some circumstances the
additional considcration may not be
onsily calculable. Thus, even if the
parties ure not affiliated and the
contract is “nm‘c-lon%th." MMS may
require in paragraph (b)(1)(i1) that the ofl
production be valued in accordance
with rarngrnph {e), the standards used
to value oil disposed of under non.
arm's-length contacts. Under these
standards, the leasee's pross proceeds
still may determine value. but the lessee
will be required to demonstrate
comparability to other arm's-length
contracts. Thus, despite several industry
commaents suggesting that this section he
deleted, MMS is retaining it in the final
tules,

MMS recognizes that some parties
may have multiple contracts with one
nnother. This fact alone would nol cause
a contract {0 be treated as non-arm's-
longth. Rather. there must be aome
indication that the contract in question
does not reflect the full agreement
between the parties.

Although many commenters disagreed
with the requiremen, the final
regulations also include a provision
whereby MMS may require a lessee to
certify that the terms of {ts arm's-length
contract reflect all the consideration
flowing from the buyer to the seller for
the gas. The commenters believed that
values already were subject to audit and
that was a tuz'lcient safeguard. MMS (s
retaining this provision because there
may be circumstances where an audlitor
could nat reagonably be expected ta
find other consideration, yet there is
good reason to believe it exists. Because
of the potentially severe penallies lor a
false certification, this will assure that
no other consideration exists once the
certification is received.

In other situations it may not be
apparent why an arm's-length contract
price is unusually low, yet the lessor
should not accept the arm's-length
contract proceeds as value, It may be
because of collusion between the buyer
and seller or improper conduct by the
seller, or it could be the result of
negligence in negoliating a contracl.
Even if the contract is batween
unaffiliated persons and thus "arm's-

length," uant to ph (b))t}
it MMS determines QK:! lgo gross
proceeds do not reflect the reasonable
value of the production because of
misconduct by the contracting parties or
because the lessee otherwise has




broached its duty to the lessor to market
the production [or the mutual benellit of
the lessee and the lessor, then MMS
may require that the oll production be
valued pursuant to the first applicable of
Rragnpht “:)(2), fe)(a) (c)[ir‘ ot {c)(8).
us, MM83 fNeat must determine that a

rice Is unreasonable: for example, by
ooking at comparable contracts and
sales. Then MMS must determina that
the unronsonably low price was the
reault of misconduct or a breach by the
leasco of ita duty to market the
production for the mutun! benefit of
{taell and the lessor,

A breach of the lessoe's duty 10
market production to the mutual benefit
of the lessoe includes, but {s not limited
to, collusion between the producer/
snller and buyer, pricing practices found
by a court or regulatory authority 1o be
incorrect or fraudently manipulated. or
nogligence in negotiating contracts.

The MMS believes that new
§ 208.102(b)(1) eatablishes & mote
definable standard than paragraph (b){1)
of the dralt final rule at 82 FR 30887
(“whether there may be factors which
would cause the contract not to bhe
arm's-length"). Although MMS retaina
the diacretion under this section not to
accopt an arm's-length contract price na
valuo, which many commenters thought
was a necossary provision in these
regulations, there are limits on the
axercise of that discretion.

Some commenters requested that the
ruloa require MMS to give # leasce an
opportunity to respond before making a
finding under subsection (b){1)(iii).
Generally, the appeals regalations in 30
CFR Part 200 give the lessce such an
opportunity before a final MMS decision
is made. However, MMS will give a
lessee an ogportunlly to comment. MMS
has put auch a provision In the rules.

1f valuation in uccordunce with the
fourth and fifth benchmarks in
paragraph (c] ls required. then the lossee
also must follow the notification
rotglromonu of paragraph (e){2).

ne indian commenter suggested that
the lessee should certify that this is the
highest price he could have received for
that oil at the time of the sale. The same
commenter also noted that MMS's
regulations, at a minimum, must be
consistent with the language of the
Indian leases. Other Indlan commenters
stated that the concept of basing royalty
on gross proceeds received under an
arm's-length contract is not in accord
with the responasibilities of the
Secretary. One of these commenters
stated that “the lease and regulations
provide that value be determined, not
gross s. Gross s s
merely evidence of such value.
Acceplance of gross proceeds as
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canclusive evidence of value {a an
abrogation of the Secretary's ﬂduclarx
dutles, eapecially If the previous MM
rrac!lco of accepting reports from
easces without scrutiny continuea,"

MAIS Response: The MMS holioves
that the regulations as adopted, with the
chaugos discussed oarlier. will permit
the Sacratary to diacharge his/her
responsibllities properly,

ne State commenter ohjected to the
whole approach of the regulations. It
was suggosted that auditors need to be
5Ivon additional Rexibility to disregard

eflated prices. This commenter

belioved that “groas proceeds™ should
be set aside aa a valuation method
where “outside considoration” may
have cauaed contract prices to be
roduced.

MAIS Response: The MMS haa
concluded that the final rules strike a
reasonabla balance between allowing
MMS not to accep!l arm's-length contract
prices in appropriate circumstances and
giving the lesace some certainty that its
arm's-length prices will be acceptablo as
value, No additiona! changes wore
made.

One State commentor objected to the
phrase “monitoring, review, and audit"
or similar phrases which appear
throughout the proposed regulationa
bocnuae it suggests that tho terms listed
are synonymous. An MMS review or
reconciliation ia not the same as a full
audil. The commenter suggested that the
followh;& pnrngrnph be added:

“( )} Notwithstanding any provision
in these regulations to the contrary. no
review, reconciliation, monitoring or
other like process that resulta in a
redetermination by MMS of value under
this section shall be considered final or
binding as against the Federal
Governmen, its beneliclaries, the Indian
Tribea or allotiees until after full audit"

Also, the commenter suggested that
the words “lease lerms, or relevant
statutes” need to be added after the
words “requirements of these
regulations" In proposed § 208.102(b)
and (d)(1), for purposes of clarification
and K{mcmon.

MMS Response: The suggested
additional paragraph language has been
included in the {inal rule aa § 208.102(k)
with minor modifications. This
paragraph reflects MMS's longstandi
view that a value determination bas
on limited review does not estop the
MMS from redetermining that value
until an audit has been completed and
the audit period formally closed. MMS
intends, howsver, to prepare more
detatled guidelines as to when an audit
is closed. The phrase “lease terms, or
relevant statutes” has not been added to
§ 208.102(b) because there is a proviston
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{n the rogulations that in the ovent of
conllict the lense terms govern,
Likewise. all porsons are aubject to
statutory requirements,

Two auggeations wara made rogarding
the establishment of a flour value. One
Indian commentet objected to the
proposed rogulations because thay
“* ¢ ¢ would permit MMS to rely upon
an Industry honor system for valuation
of Fedoral royalty production.”
Howaver, if MIMS's proposed valuation
approacn {s to be adopted, they
suggested that § 208.102(b) be revised to
read as follows:

“The value of oll which ia sold
pursunnt to a contract shall ba the gross
procoeds accruing, or which could
accrue to the lessee. provided that such
proceeds do not fall more than 10
percent bolow the groater of the highest
price paid or posted for similar oil in the
same {ield or area. If such proceeds do
fall more than 10 percent of such prices,
the value of ail In that case shall be 10
percent below the greater of the highest
price paid or posted for similar ofl in the
sama field or area.” {t was statod that
this approach will permit MMS to have
a uniform and administrativaly simple
benchmark to establish marke! values,
rather than “evaluating each contract on
a case-by-case basis in light of the many

ossible Indicia of a sale at loss than
#ir market value * * ¢ "

Another Indian commenter stated
that: “The proposed regulations wauld
allow substantial manipulation and
undervaluation of the royalty amount.
Mos! centrally. It is unacceptable to
allow lesseos to use contract prices as
the royalty value without adeyuate
anfeguards to assure & fuir valuation for
the public's resources. At a minimum,
only prices under ganuine arm's-length
contracts should be acceptable for
royalty purposes. The proposed
regulutions would allow collusive
coniracts {o qualify as ‘arm’s-length
contracts.' ' [t was also stated that {f
MMS remaina intent upon accepting
royalty on the basis of what the
commenter conaiders to be below-value
contract prices, “we urge that MMS at
least impose a floor value, such as 80
percent of the value of production as
determined under the ‘value’ criteria
applicable to oil not sold under arm's-
length contracts.”

MMS Response: The MMS genenlly
does not beliave that establishment of &
“floor value” {other than gross proceeds)
is appropriate or equitable because it
could result in roya kyhbolng assessed on
a value greater than the lessee received
under an acceptable um‘s-lon;*tlh
contract. Where an arm's-leng!
contract operates to set the price at
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which the leasee can sell the production,
that contract likewise should set the
royally value {n most circumstances.
tiowever, under the lease and the
regulations, MMB has the authority to
establiah value for rayalty purposes and
will do a0 for non-arm's.length conteacts
;‘vhhho: 't'h ia lutu‘:lﬂod. omueh va:::‘;a
an s toce!
by the lessee, Am: sxplained abova,
for many indian leasen, because of the
spocific lease terms. MMS will compare
values determinod using arm's-length
contrac! prices with the highest price
paid for & major portion of production
and generally use the higher of the two.

One Indisn commenter raised the
question of what "which could accrue™
means and alsa pointed out that, If the
value of oil ia to be based on gross
proceeds, the regulations need to be
more precise in stating which gross
procoeds ate 1o be used.

MALS Responge: The regulations
include a detailed deflinition of the term
“gross proceeds.” The MMS believes the
definition is te. MMS has deleted
the phrase “or which could accrue” from
the Ninal rule.

Many commeniers approved of the
concept of valuing oil on the basis of

s proceeda recelved under an arm's.

engih contract. Basic reasons for
approval were stated in one comment as
follows: “This standard is fuir and
reasonable: it will promate necessary
cortainty and consistency flor the leasor
and leasee alike: it is based on the lease
lm:runm: {t is administratively leanible:
and {t tolies on an objective valuation
mechanism—the market. I is
appropriate in arm’s-length situations
because both the buyer and the aeller
have agreed (o be hound by the best
prico each thought it could get for the
duration of the contract. In such
circumatances the royalty awner's
interest in securing fair market! value 1s
protecied by the arm'a-longth nature of
the teansaction.” The 11 industry
commenters also objecied to use of the

hrase “or which could accrue” in the

rt sentence. This ohjection can best
be summarized in the following
comment: “Use af the phrase creates
umomml{ and uub)ocllviw and should
not be implemented in ations which
muat have certainty as a foundation."
! commenters stated that it is
unfair for the lessor to determine after
the fact that proceeds “could be
accrued.” Also, one of these commenters
noted that lessess act ina titive
market and “in the abeence of fraud.
cannot fairly be held to a post Aoc
determination that proceeds could have
accrued.” One of these commenters
summarized as follows: “In sum, the
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rmpond definition of ‘groas procosds’
s in need of subatantial revision. The
MMS should modify (! 1o include only
those monies actually received {ut the
sale of production. Other regulations
which would require payment of
royalties on phantom proceeds should
also be amended accardingly.”

MALS Response: The MMS believes
that gross proceeds under an arm's.
length contract genenlly constitutes the
markel value of # commadity. Thia does
not preclude MMS from establishing &
value where necessary: eg. the contract
does not meet MMS's standards for an
arm's-length contract, the lease
agreament requires a different value, oe
the leases has engaged in misconduc.
The phrase, “or which could nccrue.” i
delnted from the final rule. As noted
ahove, many commenters thought that
this phrase would allow MMS to
second-guess the price which the leasee
agroed ta in Hts arm'a-longth canteact hy
arguing that olh‘::fenom selling oil
may have tecelved higher prices—thus,
more procesds "could have acerued” to
the {eanee. This was not MMS's purpose
in Including the "ot which could accrue”
Innguage in the proposed rule. Rather,
MMS's (ntent is to ensure that royalties
are paid on the full amount ta which the
lossee (s entitled under (ta contract, not
fuat on the amount of money it may
actually recelve from its purchaser.
tHowever, MMS is satisfled that the
phrase “the gross proceeds accruing to
thie lenace” properly includes all
consideration to which the lessec is
entitled under its contract, not
necessarily just what it receives from
the huyer. Therelore, the “or which
could accrue™ phrase was unnecessary.
Decause it caused confusion as to
NMS'2 intent, It wae deleted from the
Ninal rule.

Many comments were recelved
regarding the proposed benchmark
system in § 206.102{c). They were about
equally divided in number as ta those in
favor and those opposed.

Several States. Indlans, and one
State/Indinn association objected to the
proposed benchmark system. Maat of
these commenters supporied higheat
posted pricer using the net-ba
procedure as verification. One of their
objections to the benchmark system is
that the {mpoud methodologies are
unworkable and provide no reasonable
methad of verification. Another
objection {s that the proposed aysiem
would impalr effective o ht and
reduce royalties. Also, theee objectors
state that in their view the
procedures would severely burden the
audit rqnm and, a3 a practical matter,
would preclude adequate verification of
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the “lossce's doclaeations.” In addition,
they stated that the use of the net-back
procedure (s unduly restrictod, and. to
the cantrary, should be used (requoently
(oe independent verification. They
believe that more readily verifiable
methoda shauk! ba used to ensure that
falr-market value (s boing recelved.

QOne of these commenters summatizod
a number of abjections as follows:
“Histotieally, ?tou proceeds has beon
rogarded as minimum value: hawever,
the proposed benchmarke appear to be
primarily aimed at converting groas
proceeds as the value. Grosa proceeds is
not neceasarily fair market value.
Published gross proceeds are nol alwaya
all consideration received, for sxamplo,
drilling advances and apecial equipment
iease agreements.” Also, "* * * no
mechaniams are provided to cross-check
* ¢ values reparted under the Nes
three benchmarhs: since MMS has taken
the nation that it doos not have the
authority to obtain access to other
arm's-length contracis from producers
not obligated to repart 1o MMS.
comparisons could not be made.” It was
also atated that "The moat effective
benchmark. net back calculation, would
never be used hecause of the prioritized
order of other valuation methoda.”

Some commenters atated that the
benchmarks should not be prioritized.
Rather, value should be determined by
using the most applicable benchmark.
These same commentets recommentled
modilying the first benchmark o require
comparison with ather posted prices or
contract prices in the fleld.

MAIS Response: The MMS boliovex
that & rﬂomhed benchmark system is
warkable and fair. Obviovsly, for OCS
leases. MMS has azcess to infarmation
regerding all pasted prices and contencta
{if any). in addition, the majority of
onshore Nelds with Pederal lands are
comprised of a significant percentage of
such lands {If nat the mafority] so that
needed price information is readily
available. In many instances, Indian
landa comprise a significant portion of
an ofl firld. Where necessary.
mom;ﬂon uom;\tmo; can be ablained

m the appropriate State agency.
Although price and field boundary duta
are available for most onshore leases,
the acquisition of volume data
assaciated with an arm's-length sale has
benn difficult to obtain. Accordingly.
MMS has added § 200.102(d) which
rmvidn that any Federal or Indian
essee will make avatlable upon request
to the authorized MMS, State and Indian

tatives, and others, arm's-length
sales and volume data for like-quality
uction in the Nteld or ares or nearby
s or areas. Undoubtedly, there will
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be a few instances where it will be
difficult to obtain needed information,
but this is true of any procedure
adopted.

e MMS believes that, in the vast
majorily of cases, gross proceeds
constitute market value. In those cases
where this is not true, MMS will
establish an appropriate value for
royally purposes. “Arm’s-length” sales
will not be accepted without question.
The MMS will obtain needed
information to ascertain thal they are
truly arm's-length as defined in the
regulations,

In response to comments that the first
benchmark should not accep! a lessce’s
posted prices without some comparison
of other postings in the field. MMS has
modified the first benchmark. Under this
benchmark, the value still will be the
lessec's contemporancous posted prices
or ofl sales contract prices used in
arm's-length transactions for purchases
or sales of significant quantities of like-
quality oil in the same field (or. if
nccessary to obtain a reasonable
sample, from the same aren). However,
the lessee also must demonstrate that
those prices are comparable to other
contemporanecus posted prices or oil
sales contract prices for purchases or
sales of significant quantities of like-
quality ofl in the same field (or area). To
evaluate comparability, the factors
include price, duration, market or
markels served, terms, quality of oil,
volume, and such other factors as may
beI appropriate to reflect the value of the
on.

MMS received many industry
comments suggesting that the first
benchmark exclude the requirement that
the lessee's own posted price or oil sales
contract prices be comparable to posted
prices or oil sales contract prices of
others. Because sales data of other
persons often is not available, the
commenters believe that uncertainty has
unnecessarily been introduced into the
procesas. One industry commenter
believed that the benchmark, as revised,
would be workable and provide
sufficient flexibility.

AMMS Response: The MMS believes
that the first benchmark will be
retained, as revised, in the second draft
final rule. This benchmark best ensures
that the lessee's non-arm's-length prices
are reasonable determinants of value,

One Indian commenter criticized the
benchmark system as follows: “The
utter failure of MMS to recognize its
obligation to maximize tribal royalties is
evidenced also in the provisions
governing valuations where arm'slength
contracts do not exist, Each of the three
alternative methods require a
determination that the lessec’s sales
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ptice is similar to that for purchases of
significant quantities of like oil in the
same field or area. The MMS, however,
relies on lessee-generated information
for that determination and. moreover,
relies upon the truthfulness of that
information. For example, under
alternative number one, MMS proposes
to louk at the lessee's contemporary
posted prices. Posted prices in the oil
industry, however, are generated by the
purchasers and not the scllers. Either
MMS had made an error in its drafting
or this benchmark plainly is so ridden
with potential conflicts of interest that it
can not possibly be urged as consistent
with the Federal fiduciary duty to
maximize Indian oil and gas resource
returns,”

Another Indian commenter suggested
that the desired goal of cerlainty can be
accomplished by use of the highest price
paid method: “MMS' embracement of
the contract price approach in its drive
towurds certainty in value can be as
casily achieved through the highest price
paid method. It would also encourage
producers when negotiating contracts to
come as close to that figure as possible
knowing that is what they will have to
pav the royalty on. The contract sales
approach proposed by MMS does not
encourage obtaining the maximum value
for the resource by the purchaser
|lessee].”

MMS Response: In many instances
the lessee, being a purchaser, has
published a posted price bulletin. Posted
price bulletins are generally available.
In addition, the lessee must retain all
data which are subject to audit. From
experience, MMS does not believe that
basing all royalties on the highest price
in the ficld or area is fair or in the best
interests of the Federal or Indian lessor.
Therefore, such a standard was not
adopted.

One State commenter noted that the
modifier “contemporaneous” in three of
the sections is vague and undefined.
“For a purchase under a posting or
contract to be used as an indicia of
value for the monthly reporting period. it
should relate to production during the
same reporting period.”

MMS Response: MMS has added
§ 206.102(c){6) to the fina! rule which
defines “contemporancous” as postings
or prices in effect at the time the roxa ty
obligation is incurred. This means the
postings or contract prices in effect at
the time oll is removed, sold, or
otherwise disposed of in a manner
w:{zlch results in royalty being due on the
oil.

According to one State commenter, “It
is difficult to establish an alternative
system to calculate fair market value
* * *. The MMS should use the posted
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price criteria of the benchmark system
verified by a ne-tback analysis to assure
the credibility of posted prices.”

MMS Response: The MMS believes
that the use of a routine nel-back
analysis on a routine basis lo verify oil
value is impractical and unnecessary.

Two Indian commenters expressed
concern about the prioritized benchmark
system. They argued that restricting the
Secrelary's ability to use different
methodologies in any order the
Secretary chooses will tie the
Sccretary's hands in dealing with
difficult situations.

MMS Response: The MMS believes
that the regulations adopted will permit
the Secretary to discharge his/her
responsibilities to the Tribes and
allotiees and will provide certainty in
the valuation process to both the lessees
and lessors. Although a prioritized
benchmark system does [imit flexibility,
this drawback is outweighed by the
benefits of certainty.

One State commenter thought there is
a lack of guidance in administering the
prioritized benchmark system and that
MMS does not indicate what kind of
evidence will be sufficient to permit an
auditor to continue down the list of
benchmarks.

MMS Response: The MMS will
require that the lessee make a
reasonable effort to apply a benchmark
before proceeding to the next. Auditors
must be satisfied that lessee information
is sufficiently accurate and complete to
implement a benchmark. The addition of
§ 208.102(d). whereby lessees must
provide arm’s-length sales and volume
information, will assis! in the
enforcement of these “comparability”
requirements. It would be impossible for
MMS to attempt to implement a
procedure where government has to
make all the decisions. Such a procedure
would impose a tremendous
administrative burden which would be
very costly.

Some industry and State commenters
expressed concern regarding the lack of
an adequate definition of the terms
“gignificant quantities” and “field or
area”, and the administrative problems
that will result therefrom, One State
commenter stated that the term
“significant quantities” is vague and
undefined. An industry commenter
recommended that the term “significant
quantities” be deleted because (1)
posted prices in an open marketplace
“are for no other purpose than
determining market value”, and (2) the
lessee has no way of knowing the
quantity of volumes purchased by other
purchasers in the area.



1202

Federal Register / Vol. 63, No. 10 / Friday, January 15, 1988 / Rules and Regulations
e — —— e cora—

MMS Response: As was discussed in
the preamble to the proposed rules (52
FR 1858, January 15, 1987}, the term
“significant quaitities” is variable
dependinyg on the sales volumes from the
field and the volume of production.
What constitutes signifiuant production
from an onshore field may not be
significant for an OCS field. Therefore.
“significant quantilies” will vary case
by case,

One Indian commenter stated that
** ¢ * many posted prices are
anificially low becavse there is low
demand, but there is still a threshold
low amount where a company will
purchase more than their demand” and
recommended that ** * * the totality of
the circumstances should be utilized
{(and sat forth in the regulations),
including spot markets, highest posted
prices, and to some exten!, posting for
similar oll in other fields.”

MMS Response: The current
regulations, which are being revised in
response to heavy criticlam, list the
various criteria with no specific priority.
The purpose of the benchmark system is
lo provide all concerned with a
reasonable degree of certuinty as to
criteria to be used in valuing oil.

One Industry commenter stated that
the prioritized benchmark system
“imposes a prejudicial valuation on an
affiliated lessee” because a nonaffilinte
receiving the same price as an affiliate
would pay on actual proceeds received.
whereas the affiliate may have to pay a
higher royalty under. for example,
benchmark 208.102(c){2). The
recommendation was made that
the first applicable of the following
subsections ** * * language in
§ 206.102(c} be replaced with ** * * any
of the applicable subsections.”

MMS Response: The situation
described could occur. However, MMS
believes that, generally, posted prices
for like-quality oil in the same field or
area will be comparable. Thus, there
likely will be little or no disparity in the
values in most situations.

Many industry commenters, a Federal
agency, and an individual approved cf
the proposed benchmark system. One
industry commenter stated that they
*¢ ¢ * strongly support the adoption of
clear and consistent standards of
valuation for royally oil based upon the
true value of the product—the price
received in the marketplace for the sale
of that oil. The valuation proposal * * °
recognizes the interaction of competing
market forces and recognizes that a
seller of oil will normally negotiate the
bes! deal {t can to further its own
interests. The use of a price that is
generally available to all sellers is a
much more reasonable approach to the

e e o
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determination of ‘value’ for & given
supply of oll than the arbitrary selection
of a price that one seller may have
received under circumstances that do
not include all sellers. Where an arm’s-
length contract does not exist, the
benchmark system of valuation permits
an objective procedure for arriving at
the valuation based upon posted prices
which have been the basis for sales of
oil for many years.” Another industry
commenter supported both the
benchmarks and their prioritization
because both will add certainty to
valuation determinations. Also, the use
of the lessce’s contemporaneous posting
will provide a “benchmark valuation for
many major producers.” One industry
commenter noted that “This ordering of
the benchmarks is the result of
extensive public comment which
showed that, for valuation of oil, posted
prices should be moved closer to the top
of the hierarchy insofar ns posted prices
account for the vast majority of oil
{ransactions.”

AMMS Response: The MMS believes
that the rroposed benchmark system is
a valid and realistic system for
determining the value of oil not sold
pursuant to an arm's-length contract.
The benchmarks are primarily based on
posted prices which are the normal
basia {or oil sales and which reflect the
price of oil in a free and open market.
Posted price information for significant
quantities of like-quality oil sold from a
field or area will normally be available.
The addition of § 206.102(d) will permit
necessary information on arm’s-length
sales to be obtained. In other situations,
the benchmarks provide for use of spot
sale prices, net-back. or any other
reasonable method.

One industry commenter noted that
most, if not all, posted prices are prices
posted by a purchasing, marketing, or
transporting entity, some of which may
have producing lessee affiliates.
“However, taken literally, there will not
be a /essee’s posted price.”

MMS Response: MMS has added a
naw § 206.102(c)(6] which defines lessee.
for purposes of this section. as including
a designated purchasing agent.

One State commenter noted that
proposed § 206.102(c)(1) fails to
anticipate that a lessee could make
purchases at different postings within
the same reporting period and suggests
that, in such a case, “the volume
weighted average would seem 10 be
appropriately specified, because it could
be easily computed by the payur and
would be less susceptible o
manipulation by the payor.”

MMS Response: The MMS concurs
with this change and has included
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language to implement it in
§ 206.102{c)(1).

One Indian commenter stated that the
use of this benchmark
{contemporaneous posted prices) rather
than the major-porticn analysis
provided for in existing oil and gus
regulations represents a breach of the
Secretary’s trust obligations,

MAMS Response: The MMS believes
that the regulations as adopted will
permit the Secretary to discharge his/
her responsibilities. Major portion
ansalysis will be used under the final
regulations, where appropriate.

Some industry commenters
recommended that legal charscleristics
of the oil be included in the
comparability criterla in paragraph
(e)(1).

MAMS Response: This addition is
unnecessary because the scction
already refers to like-quality oil. which
is defined as including legal
characteristics.

One industry commentar
recommended that paragraph (c)(2) be
modified by adding the phrase “known
to the lessee" after the word “prices” so
that the first part of the sentence would
read. "The arithmetic average of
contemporaneous posted prices, known
to the lessece, used in arm’s-length
transactions * * * "

MMS Response: This suggestion was
not adopted because it results in too
great a degree of subjectivity.

One industry commenter supported
the use of “arithmetic average™ as a
benchmark, but suggested that there
should either be an agreement between
the lessees and MMS as to which
companies’ postings are to be used, or
that MMS publish a list of the
companies whose postings may be used
to calculate an arithmetic average. The
commenter pointed out that in the case
of South Louisiana (used for offshore)
there are at least one dozen compauies
that post oil prices and there could be
price changes in one ronth on different
dates by all of the companies.

MMS Response: The MMS may
decide, upon request, on the basis of an
individual case, to designate postings to
be used in calculating an arithmetic
average. It is not considered practical to
do this continuously.

Three Indian commenters objected to
the use of “arithmetic average” and
recommended that a “weighted
average” be used instead. Another
commenter stated that use of
“arithmelic average will not yield a true
market value because the lessee is given
the opportunity to manipulate prices by
selling some oil at extremely depressed
prices.”



Federal Register / Vol. 83, No. 10 / Friday, January 15, 1888 / Rules and Regulations

1203

MMS Response: Paragraph (c){2)
requires consideration of postings of
persons other than the lessee, Although.
the postings are available to the lessee
and to MMS, volumes often are not.
Thus, requiring a weight avera{ing of
third party data is not practical.

‘To make this benchmark “more
workable and administratively feasible”
one industry commenter recommended
using the average of all postings of the
relevant type of oil in an aren.

MMS Response: The MMS has found
that postings do not always indicate a
purchaser's willingnese to buy.
Therefore, any average which includes
all postings may become skewed
because of posted prices which are not
marke! responsive. Pursuant to
§ 208.102(c} (1), (2}, and (3], there must
be significant quantities of oil sold
belore a posting or contract price can be
averaged In.

One industry commenter
recommended thal paragraph (c)(3) be
modified by adding the phrase "known
to the lessee” after the word
“contracts”, and by replacing the phrase
“area or nearby areas™ with the pi-rase
“field or area” for reascons of
“clarification.”

MMS Response: The addition of the
phrase “known to the lessee” was not
adopted because it would result in
inserting too great a degree of
subjectivity. The term “firld or area™
was not adopted because the intent is to
utilize a larger area than “field or area”
in reviewing arm’'s-length contract
prices.

One industry commenter suggested
that MMS should publish a list of
postings to be used to compute the
arithmetic average required by
subsections (2} and (3). 1t was thought
that the lamy number of postings creates
a monitoring and auditing/validation
burden.

MMS Response: MMS recognizes that
in some cases there may be several
postings which will be required to be
averaged. However, the information is
available and it is not that burdensome
for lessaes, In fact, MMS expects that In
certain flelds lassees will ve able to
work logether to compute averages
which may be applicable to all of ithem.

One 8tate commenter stated that
“Subparts (1ii) and {iv) attempt to
distinguish between arm's-length
contracts and spot sales. But, there is no
basis for saying arm's-length spol sales
are not also arm's-length contracts
under the definitions. Additionally. there
is no requirement (and there should be)
that only spot sales which are genuinely
arm's-length should qualify as irdicia of
royalty value.”
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MMS Response: The MMS concurs
that the spot sales used in the
benchmark should be arm's-length spo!
aales and will insert the term “arm's-
length™ immediately preceding “spo!
sales” in the final rule. § 208.102(c)(4).
With regard to the first comment, if
spol sale is for a significant quantity of
oil, it could be considered under
paragraph (c){3).

Some States and Indians stated that
when applying benchmarks, it shonld
not be necessary in all circumstances to
consider all other sales in the field. In
other instances, il may be necessary to
luok beyond the field. MMS agrees that
the size of the sample cannot be
predetermined hut must depend upon
the terms of the applicable benchmark
and the actual circumstances in the field
or area.

Most of the State and Indian
commenters who opposed the
benchmark system supported highest
posted psice with the use of a net-back
method for verification of values used.
One of the State commenters, in
describing MMS's proposed use of net-
back in proposed § 208.102(c)(5} as too
restrictive. made the following
statements: ** * * the government
would carty the burden of establishing
that none of the preceeding benchmarks
can be applied before it would [be]
authorized to use net-back * * *In
effect, net-back will rarcly, if ever, be
used. Al the same time it {s the only
inethod of valuation proposed by MMS
that can be applied independently from
lessce submitted documentation.”

MMS Response: The MMS agrees that
there will be infrequent use of the net-
back method. It is believed, however,
that the other benchmarks which have
higher priority will result in a
reasonable value for rovally purposes
and obviate the need to undertake a
labor-intensive »et-back method. The
MMS routinely will verify lessee-
generated information used in applying
the benchmarks during its monitoring
process and through audit.

One State commenter articulated the
viewpaint of a large nu:aber of other
commenters by recommending an
alternative method of valuation, namely
use of the highest posted price paid or
offerad in the field or area with the net-
back procedure used as ver:fication or
backup.

The commenter also stated that
"¢ * ¢ the cpproach we suggest—
highnst posted or a refined product
value net-back—serves the twin goals of
assuring the collection of falr market
value and providing certainty to the
lessee. Highest |price) posted or paid is
more easily determined than the arm's-
length nature of a contract, and a
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reflined product value can be calculated
by the lessee itselfl or provided by the
government. It also is an approach thal
it independent of lessee generated
information and thus meets Congress’
intent that independent methods of
verification be employed. Gross
proceeds would conlinue as the absolute
minimum acceptable value.”

MMS Response: The MMS believes
that gross proceeds received under
arm's-length contracts and posted prices
used to purchase significant quantities
of oil in arm’s-length transactions
generally represent the market value of
oil and does not agree hat il is
necessary lo perform a refined product
net-back analysis to verify ther..

One industry commenter expressed
approval of the concept in proposed
paragraph (e){1) that prior MMS
approval generally need not be obtained
where value is determined pursuant tn
paragraph (c}. One Indian commenter
expressed concern that “once approva!l
is granted, follow-up audits are
unlixely”, and recommended ths!
“There should be provisions mandaling
routine MMS audits of valuation
methads occurring at intervals not
greater than one year,” One industry
commenter objected to the fact that
MMS will not be giving prior approval
stating that this subsection places “the
burden * * * on the producer to prove
the determination of value." One State
commenter stated that the regulation
should specify that the lessee retain “all
data relevant to determinatinn of
royalty value,” instead of "all available
data lo support ifs determination of
value.” That State commenter stated
that the regulation should specify thet
MMS “will" 6rder compliance when
incorrect payments are disccvered,
rather than staling “MMS may direct a
lessee 1o use a different value.”

MMS Response: Although MMS will
be making periodic audits, it is not
appropriate to svecify the scheduling,
type. and timing of audits in these
regulations. With regard to the second
comment, the lessee is responsible to
comply fully with the regulations by
properly valuing the oll, for royalty

urposes, in accord with the appropriate

enchmark and to retain a!l relevant
data. The MMS has adopted the
suggestion that the phrase “all data
relevant to determination of royalty
value” be substituted ior “all available
data lo support i1s determination of
value” iu § 208.102(e)(1). Also, the word
“will" has been substituted for the word
“may" in the last sentence.

Many industry commenters stated
that the requirements of § 206.102 (d)
and (e) to make all data available to



1204

Federal Register / Vol. 83, No. 10 / Friday, January 15, 1988 / Rules and Regulations

MMS are too broad and should be
limited to fee lands within the
boundaries of approved Federal units or
communitized arcas. They argued that
lessees should not be required to
provide information on their other sales
prices or volumes.

MMS Response: Because lessces, in
many instances, will be determining
value for Federal or Indian production
by reference to ather sales in the field or
area, MMS must have sccess o the data
to the same extent as the lessee lo
determine whether the lessee's
valuation was in accordance with the
regulations.

Section 208.102(f) was proposed as
$ 208.102(e) and provides that lessees
will pay additional royalties and interest
if the lessees improperly uetermine
value. One industry comm:ntor
recommended that any “retroactive
valuation determinations™ on the part of
MMS *he limited to fraundulent and
noncompliance situations.” That
commenter went on fo sugges! that if
MMS determines that a lessee
underpaid royalties, then the interest
associated with those royalties should
only accrue from the date of that
determination until royalties are paid.

MMS Response: The lessee is
responsible for properly determining
value for royalty purposes in
accordance with the lease terms,
regulations, and appropriate instructions
and court decisions. Accordingly. if
royalty is underpaid, the lessee is
responsible for the additional royalty
due plus any interest from the time such
payment(s) should have been made.
MMS has adopted this section as it was
proposed.

Another industry commenter agreed
that underpayment of royaltizs was
subfect to interest, bl recommended
that MMS likewise should pay the
lessee/payor any interest “statutorily
authorized” on reimbursed credits or
royalty offsets when royalty
overpayments are discovered.

MMS Response: The MMS is barred
by law from paying interest on royulty
overpayments, but is required by law
(i.e.. FOGRMA) to zollect interest on
late payments.

Section 206.102(g) was proposed as
§ 208.102{l) and prescribes a procedure
for a lessee to request a value
determination from MMS. Some industry
commenters suggested that there be a
time limit of 120 days for MMS valuation
responses, Some of these commenters
also recommended that there be no
penalties or accrual of interest for any
und:?ayment of royalties during this
period {whica would not be known until
after MMS's decision).
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MMS Responso: The MMS will make
nvery effort to respond timely, but this Ia
necessarily dependent upon available
resources, MMS cannot agree to a
regulatory tima limit. Because the lessee
is responsible for proper valuation,
interest is assessed if the lessee makes
an improper valuation. The MMS
belleves a lessee should be able to
request a valualion determination at any
time. One of the changes 1o this section
clarifies that, when MMS makes a value
determination, it may use any cf the
valualion criteria authorized by the
rules. This gives MMS the neceseary
flexibility to deal with unusual
sitvations which otherwise do not fit the
regulations.

One commenter suggested thot there
should be opnortunity for review of a
value determination by the affected
royally recipient (State, Tribc. etc.)
before a final decision is made because,
without such review, the cooperalive
audit role is rendered meaningless.

MMS Response: The MMS does not
consider it practical lo require a review
by a State or an Indian lessor when a
value determination is made. The MMS
will attempt to coordinute fts value
determinations with States doing audits
under section 205 of FOGRMA and
Indian Tribes doing audits under section
202 of FOGRMA. This does not make
the cooperative audit role, in
accordance with FOGRMA, less
meaningful or effective.

One industry commenter
recommended tha! the provision be
clarified that an MMS rejection of a
proposed valuation delermination is
appealable 1o either the Director or
Interior Board of Land Appeals (IBLA).

MMS Response: This modification is
not necessary because all MMS final
orders or decisions arising from the
regulations in Titles 25, 30. and 43 are
appealable pursuant to 30 CFR Parts 243
and 290.

One Indian commenter recommended
that lessors also should be able to
request MMS determinations. They also
recommendcd that the regulations
should require MMS to notify Tribes/
&:lollees of any changes in valuation
determinations.

MMS Responss: The regulations as
adopted in § 208.102(g) do not provide a
specific procedure for the Indian iessor
to request & valuation determination
from MMS. However, MMS always is
available to discuss with Indian lessors
any valuation issue regarding their
leases.

One State commenter recommended
that the third sentence be modified by
adding the word “all” before “available
data", and replacing “to support ils
ptoposal” with “relevant to the
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valuation of its production”. Also, the
phrase “subject lo audit” should be
added.

MMS Response: The MMS has made
some of these changes for purposes of
clarity and comprehensiveness.

Section 208.102(h} was proposed as
$ 208.102{g). It provides that the value
for royally purposes cannol be less than
the gross proceeds accruing to the lessee
for lease production, less applicable
allowances. Several industry
respondents considered the phrase “or
which could accrue” objectionable and
urged its deletion. The main reason
given for their position is that the
language creates uncertainty and
subjectivity, contrary to MMS's stated
objective of gaining cerlainty and
precision tn royalty accounting.

MMS Rez onse: MMS has deleted the
phrase “whi-h could accrue” from the

final rule. As explained above, with
respect {0 § 208.102({b), MMS is satisfied
that the term “accruing” includes all
consideration to which the lessee is
entitled pursuant to ils contract, not jus!
what it actually receives.

Industry commenlers suggested that
some ofi-lease post production costs
{such as those carried oul on leases in
“especially hostile or remote
environments™) and certain onlease
posi-production cos!s (such as those
deemed to be “extraordinary” for
onshore leases, the cost of submerged
gathering lines, the cost of
environmental compliance, and the cosl
of posi-production facilities insialled on
leases in water depths greater than 400
feet for offshore leases) should be
shared by the lessor and counted as
deductions from royally payments along
with transportation allowances. One
staled ralionale for this suggestion is
that some “post-production” costs
¢nhance the value of the ofl and,
therefore, the costs should be shared by
both lessee and lessor, as are the
benefits. One commenter simply stated
that the phrase “and other deductions"
should be added to the “less applicable
transportation allowances" language.

MMS Response: The MMS has
modified § 208.102(h) to refer to
deductions for any applicable
allowance. As explained below,
however, MMS has not adopted a rule
which would provide for deduction of
certain extraordinary costs.

State commenters objecter to the
deduction of transportation allowances
from value and particularly from the
gross proceeds. cspecially if gross
proceeds is considered a “minimum
value.” One of the commenters stated
that the "less {ransportation
allowances" language is particularly
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confusing because "It suggests that
lessees can deduct the allowance from
the value determinalion” rather than as
a separate line ilem as required by

§ 200.105(c)(4) of the final rule.

MMS Response: Section 206.102{a)
provides that the valuc for royally
purposes is the value determined in
accordance with § 206.102 (i.c., arm’s-
length gross proceeds or a value
determined using benchmarksj less
applicable allowances. The purpose of
§ 208.102(h) is to make it clear that, no
matter what valuation method is used,
the value for royalty purposes cannot be
less than the lessee's gross proceeds
less applicable allowances. Therefare, if
a benchmark-derived value less
applicable allowances is less than gross
proceeds less applicable allowances,
gross proceeds less applicable
ullowances is to be used as the value for
royally purposes. In either even, the
lossee may ho entitled to deduct
transportation allowances to cetermine
value, for royalty purposes, nl the lease
{unless the benchmark-derived value
nlready is a valae at the lease—in that
even no further transportation
allowance would be authorized.)

Section 206.102(i) was proposed as
§ 208.102{h). This section ad-resses the
lessee's obligation to place lease
praduction in marketable condition. Five
indusiry commenters opposed the
concept that the lessee is responsible for
placing the product in marketable
condition at no cost to the lessor and
recommended specific deletion of
language in the propased regulation 1o
accomplish this. One industry
commenter recommended that the
language “unless otherwise provided in
the lease agreement” be added at the
end of the first sentence, and another
industry commenter poinied out that the
lessor does share in marketable
condition costs under net-profit-share
leases.

The MMS specifically requested
comment on a provision in the dralt
final rules which would provide an
allowance for certain production related
costs in extraordinary situations. Many
comments were received from industry
supportlng this provision and suggesting
that it be broadened.

MMS Response: Historically, MMS's
policy and practice is that the lessee s
responsible for placing the lease product
in marketable condition at no cost to the
lessor. This practice has been upheld by
court decision. The MMS has adopted
the suggestion that the language “unless
otherwise provided in the lease
agreement” be added at the end of the
first sentence because there are a few
leases in which the lessor shares in such
costs. Also, as noted earlier, MMS
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recelved many comments that so-called
post-production costs should be allowed
as a deduction in determining value for
royalty purposes. Genereily, these costs
are not allowed as 4 deduction because
they are necessary 1o make production
marketable.

The MMS received many comments
on the section added to the draft final
rules that provided for certain
extraordinary cost allowances. State
and some Indian commenters thought
that this section was an unwarranted
exception from the requirement that the
lessce is obligated to bear the costs of
placing oil in markciable condition or
that further restrictions should be
included, while one Indian commenter
endorsed the principle introduced by
this new section. Industry commenters
generally thought that the new section
was a step in the right direction, but
thought that tihe dual qualification
process was too rigid. They suggested
that the extreordinary allowance be
granted if a lessee could meet the
requirements of either paragraphs (2)(i)
or (2)(if). Industry commenters also
suggested that the reference to 400
meters be changed to 400 feet because
that is the point 21 which costs begin to
escalate significantly. They also thought
that use of the term “unique” was
inappropriate because it would limit the
applicability to only the lirst lessee with
a particular type of extraordinary
operation. Some commenters also
requesied that once approved. the
allowance should extend heyond one
year,

MMS Response: After carefully
considering all of the comments on this
issue, MMS has decided not to retain the
extraordinary cost allowance provision
in the final rules. It was concluded that
the burdsns placed on the lessee by the
environment in which {t must oporate
were mallers taken Inlo account at the
time the lease was issued, affecling the
amounts of bonus bids and in some
cases the royalty rate. The MMS has
determined that if a lessee is entitled to
further economic relief, it is
inappropriate to provide that relief by
adjusting the value of the production by
methods which are inconsisten! with
MMS's historical practice and
interpretation of the lessee’s express
obligation to place production in
marketable condition at no cost to the
lessor. Rather, the more appropriate
mechanism is for the Department to
consider royalty rate relief in
circumstances where it is warranted for
existing leases, and for lessees to
consider such factors when entering
leases in the future.

Section 208.102(j) was proposed as
§ 206.102(f). There were several

F4701.FMT...{16,32}...8-06-87

comments on this section from indusiry,
States, and Indians. The majority of the
comments were negative in some
respect: only two commenters (one
industry and one State) concurred with
the proposed regulation as written. State
and industry commenters recommended
delrting the regulation in its entirety.
indicaling that the regulation is
inappropriate in the context of oi' sales
because the majority of oil is sold under
ronthly posted prices and is not
normelly subject 1o contractual price
escalations or increments. They
suggested that the regulation is more
appropriate to gas sales contracls and
does not belong as an oil valuation
standard.

One industry commenter argued that
MMS has neither the authority nor the
expertise to determine “the highest price
a prudent lessee can receive through
legally enforceable claims under its
contract.” The commenter also
suggested deleting most of this section
with the exception of the third sentence
(of the second draflt final rule) and the
requirement that the lessee mus! pay
royallies on all volumes of production
which are sold.

MMS Response: Although the large
majorily of oil is sold under posted price
bulletins, the division order, which sets
forth the division of proceeds and is
signed by all interest owners, is
considered to constitute the “contract”
for purposes of these regulations.

Several modifications, many taking
issue with the “prudent operator”
concepl, were suggesied as follows:

Two industry commenters suggested
deleting the first sentence {“Value shall
be based on the highest price a prudent
operator can recelve under its contract”)
because (1} it countermands the use of
the actual proceeds benchmark syatem
established in § 208,102 (b) and (c); and
(2) the requirement of a lessee to obtain
the highest theoretical price, regardless
of the cost involved in obtaining that
price, may contradict the definition of
“prudent operator” found in the draft
coal regulations at § 208.5(nn) and,
therefore, ignores “the realities of the
marketplace and the courthouse and
unfairly precludes the lessee from
exercising sound business judgment.”

One industry commenter
recommended revising the paragraph to
conform to the reasonable value
standard of § 206.102 generally. Here the
commenter argued that the “highest
price” standard of this subsection is in
direct opposition to the reasonable
value standards of previous subsections,
thus causing the proposed rulemaking to
be enntradictory.
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MMS Response: The MMS has
modilied the first sentence of the final
rule to read *Value shall be based on
the highest price a prudent lessee can
receive through legally enforceable
claims under its contract." As noted in
the preamble to the proposed rule, this
section prescriber a diligence concept.
As discussed above, with regard to the
concept of gross proceeds “accruing™ to
a lessee, MMS requires a lessee to pay
royally on that value which it was
entitled to get. These regulations reflect
MMS's willingness generally to accept
arm’s-length contract prices as value,
but there is a concomilant obligation on
the part of the lessee 1o obtain all to
which the lessee is entitled under its
contract, If it [ails to take such
reasonable measures, MMS will assess
royalty on the prices which reasonably
could have been obtained in accordance
with the contract.

One Industry commenter suggested
changing the fourth sentence to read
“the lessee will owe no additional
royalty unless or until monies are * * *
received” in cases of dispuled
payments.

MMS Response: The MMS has
adopted this suggested modification as
consistent with its intent, Hoswever. this
provision does not permit a lessee to
avoid paying royalties where a
purchaser has failed to pay. in whole or
in part or timely, for a quantity of oil.

One State respondent suggested that
an explicit provision for the assessment
of interest for delayed pnyments should
be added, with such & requirement being
an equitable compromise for the lessor’s
agreement lo delay enforcement of its
rights to the timely payment of full
royalties.

MMS Response: When a matter is
being legally contested between the
parties, and the lessaa has takan
approprinle legat action, MMS's policy
is not to require payment of the amount
in dispute until !ﬁe lessee actually
receives it. If a purchaser fails
completely to pay for a volume of
production, royalties still are due the
month following the month of sale or
other disposition. In all cases, interest is
due if the royalties are palid late.
However, in the case olP disputed price
increments, the royalties are not due
until the end of the month following the
month that the lessee recelves them.

An Indian commenter also suggested
that the last sentence should be clarified
to make explicit that the bankruptcy of a
purchaser of ofl should not permit a
lessee to avoid its royalty payment
obligation.

MMS Response: The MMS believes
that the language already encompasses
a bankruptcy situation and recognizes
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that the lessee still has an obligation to
pay its royalties.

Section 208,102(k) provides thal no
redetermination of value by MMS as the
result of review, reconciliation,
monitoring or a like process is final or
binding against the lessor until the audit
period is formally closed. MMS fatends
to issue additional guidelines as to when
an audit period is closed.

Several industry commenters thought
that any determinations by MMS should
be binding.

MMS Response: The MMS is adopting
this section. The MMS cannot be bound
by a preliminary determination which
may nol be based on a full array of
information as would be available
during an audit.

Section 208.102(1) was proposed as
$ 208.102(i). Comments were received
from three Stale and six Indian
representatives objecting to the
restrictive terms/effect of this
paragraph. In general, the comments
pointed out that the requirement to
obtain valuation information through
Freedom of Information Act (FOIA)
requests would inhibit Indian Tribes,
allottees, and States from gaining access
to the information required to assure
that valuations are properly determined.
In particular, “The second sentence of
the proposed regulation appears to be
an unlawful effort to preclude the
exercise of departmental discretion
under FOIA to voluntarily release
nonproprietary data to royalty owners
on a case-by-case basis. The third
sentence appears lo prohibit tribes and
allottees from requesting such
Information through the BIA." It was
generally recommended that the
paragraph should be clarified to indiccte
that all valuation information should be
available to States, Indian Tribes, and
allottees without going through FOIA
procedures. (Two Indian commenters
offered specific language that could be
appended to the paragraph to clarify its
intent regarding the sharing of
information with authorized parties.)

MMS Response: The intent of this
paragraph was not to preclude access
allowed by law, but rather to ensure the
lessee that disclosure of proprietary
information is in accordance with
established procedures. There are
statutory restrictions on providing
certain types of information to persons
outside the Department of the Interior,
and MMS must act in accordance with
those limitations. States and Indians
with FOGRMA delegations and
cooperative agroeoments will have
broader access to information which
otherwise could not be released. This
section is not intended to limit in any
manner an Indian lessor’s right to obtain
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information directly from the lessor or
from MMS to the extent providad In
lease terms or applicable law.

In the draft final rule, MMS changed
the phrase “will be maintained” to “may
be maintained.” Many industry
commenters were concerned that this
change would allow MMS to release
proprietary information. This was not
MMS's intent, and 1o avoid any
confusion the term “will" has been
substituted for “may.”

Section 206.103 Point of royalty
settlement.

Several industry representatives and
a few States commented on this section.
The State commenters recommended
that § 206.103 be strengthened by
defining standards for establishing the
point of royally settlement and thereby
minimizing pipeline losses. Lease or unit
boundaries were suggested as the point
of royalty settlement for onshore
production, and the entrance to the first
onshore facilily was suggested for OCS
production.

MMS Response: These regulations
pertain to the valuation of oil and are
not concerned with the criteria for the
point of royally settleticat. The point of
royalty settlement is authorized by MMS
operations offices for Federal OCS
leases and by BLM for onshore Federal
and Indian leases.

Two industry commetters addressed
the clarity and intent of § 208.103(a)(2).
One of these commenters pointed oul
that the reference to an adjustment for
differences in quality and quantity (such
as for basic sediment and water) was
unclear, asking what adjustments would
apply and how these would be made.
The other commenter recommended
deleting the paragraph altogether
because only the quantity and quality
actually measured at the point of royalty
settlement should be used for royalty
computations.

MMS Response: The paragraph
cannot be deleted because there are
situations, usually onshore, where the
gross proceeds accruing to a lessee are
based upon the quantity and quality of
oil at a point that is different than the
point of royalty settlement specified by
BLM to be used in calculating Federal or
Indian royalty, usually at the tank
battery on the lease. In this situation,
the quantity and quality criteria
measured at the tank battery on the
lease must be used to determine the
proper value, which, because the
quantity of oil at the contractual sales

oint is less, will be greater than the
essee’s groes proceeds.

Many commenters from industry
objected to the provision of § 208.103(b)
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disallowing actuaf or theoretical losses
between the point of royalty settlement
and the actual delivery point. They
pointed out that pipeline losses are an
integral par! of transportation over
which the lessees/operators have no
control and thus should be an allowable
component of transportation deductions.
They also pointed out th:at disallowance
of losses is contrary to the concept of
accepting gross proceeds under arm's-
length transactions because the lessor’s
royalty may be calculated on a dilferent
basis than what the lessee is paid by the
purchaser,

AIMS Response: The issue addressed
here deals with volume and quality
measurements upon which royalty must
be based. The issue of line losses being
included as a component of
{ransportation deductions {s addressed
in the section of the regulations dealing
with transportation (§§ 208.104 and
206.105).

One industry commenter suggested
that § 208.103(b) be clarified regarding
load oil, and recommended that the
section be modified to specificaily
exclude load oil from royalty obligation.

AMMS Response: The determination of
whether or not load oil is considered to
be royalty-bearing is a function of lease
terms and thz origin of the oil so used,
and is generally the responsibility of the
BLM and MMS OCS operations
personnel for onshore and OCS leases,
respectively. As such, no specific
language was added to address this
issue.

Section 206.104 Transportation
allowances—general.

Comments on transportation
allowances that did not relate to any
specific section of the regulations were
classified in the General section of the
oil transportation regulations. Although
there were comments on a wide variety
of subjects, they have been grouped as
follows: Post-production costs, validity
issues, adequacy/inadequacy issues,
cos! {ssues, Royalty-In-Kind (RIK)
issues, and issues relating to the
definition of terms.

Many commenters addressed the
issue of whether or not MMS should
allow lessees to deduct all post-
production costs from royally payments.
Transportation costs are one type of
post-production cost. MMS will not
respond lo tha! Issue again in this
section because it was fully addressed
in the discussion of § 206.102((),
Moreover, because the final rules
provide an allowance for transportation
costs, {t is unnecessary fo consider
whether such costs also are 1o be
considered “post-production costs.”
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Many commenters addressed the
validity of any transportation
allowances whatsoever and proposed
that MMS should not consider
transportation allowances as valid
deductions from royalty computations,
or only consider such allowances if
transportation is necessary for lease
development or results in a higher
royalty.

Six State and five Indian commenters
stated that transportation allowances
should not be granted unless necessary
to sell the product or lo promote
development, or unless the
transportation results in a higher royalty
value. Six Indian and one State
commenter stated that MMS should not
grant any iransportasion allowances
under any circumstances.

One Indian commenter stated that the
regulations should not be allowed to
change the lease terms. According to
this commenter. the granting of
transportation allowances is, in effect, a
change to the lease terms.

Two Indian commenters stated that
MMS must take into account its
responsibility to Tribes and allottees in
preparing the regulations and must
determine the fairness and
reasonableness of all transportation
allowances.

One industry commenter stated that
the reason that MMS granis allowances
is because certain Interior Board of
Land Appeals (IBLA) decisions required
that transportation be considered when
determining product value on which
royalty is based. Another industry
commenler stated that MMS should
grant a transporlation allowance even if
the product value is determined at the
lease, if the sales contract required the
lessee to incur the expense of
transporting the oll to the point of sale.

MMS Response: On the basis of
decisions by the Interior Board of Land
Agppeals (IBLA), Solicitor's opinions, and
judicial decisions, it has been
longstanding MMS policy to grant
transportation allowances when oil is
transported to a sales point off the lease
in order to calculate the value of the
product at the lease, Furthermore, the
IBLA has ruled that transportation
allowances must be granted for Indian
leases. Kerr-McGee Corp.. 22 IBLA 124
(1975). Therefore, the regulations being
adopted are consisten! with past
practice and are consistent with the
Secretary's responsibility to the Indians.
The MMS believes that royalty should
be free of production and marketing
costs. However, values may have to be
adjusted for transportation and/or
rrocessing in determining value at the

ease.
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The MMS agrees that the proposed
procedure for determining a
transportation allowance places a great
deal of reliance on the oil industry.
However, this program will be under
continuous review and oversight by
MMS. There is nothing in the final oil
transportation allowance regulations
that would change the terms of any
Indian lease. The MMS believes that the
policy of granting transportation
allowances is appropriate and should
continue.

Another issue centered around the
adequacy or inadequacy of the proposed
oil transportation regulations in general.
Some commenters believed that the
regulations are completely flawed. while
others poinied to specific instances
where changes should be made to
improve their specific applicability.

One industry commenter suggested
that MMS should approve the use of
contract prices which are net of
transportation costs. Another indusiry
commenter stated that the regulations
should be revised to eliminate the
alleged bias agrinst frontier and deep-
water areas. They also recommended
the elimination of the ceiling on
transportation allowances. Another
industry commenter stated that the
regulations should be modified to
embrace both traditinnal and
nontraditional transportation
arrangements.

Two industry commenters stated that,
in their view, the proposed regulations
serve as 8 disincentive for companies to
build and operate transportation
facilities. One industry commenter
stated that the oil transportation
regulations should be revised to achieve
certainty by adopting a more rational
and realistic approach.

MMS Response: In response to
comments recelved, MMS has changed
the regulations to recognize that, in
arm's-length situations where the
specified price is reduced by a
transportation factor, the lessee does
not have to report the iransportation
factor as a transporiation allowance.
The MMS also recognizes that
transportation costs for frontier and
deep-water areas may be
extraordinarily high and may exceed 50
percent of the value of oil. Because of
this concern, MMS has adopted a
provision in the final regulations to
permit the transportation allowance to
exceed the 30-percent limitation with
approval from MMS. As the general rule,
however, the transportation alivwaice
authorized by the regulations may not
exceed 50 percent of the value of the oil
at the point of sale on the basis of a
selling arrangement. The MMS has
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decided that pre-approval of all
transportation allowances is not a cost-
eflective procedure. The 50-percent
threshold merely gives MMS the ability
to monitor more closely the situation
where the allowance, based on
lretuonable actual costs. will exceed that
imit.

The MMS received a number of
comments relating to transporiation
allowances for RIK ail. Industry
commenters stated that MMS should
gran! a transportation allowance for
onshore RIK oil. Another industry
commenter suggesied that the
regulations should clearly state that the
lessee is not required to transport RIK
oil from the lease. Other industry
commenters stated that this section was
in conflict with § 208.8 of the proposed
RIK regulations.

MMS Response: The suggestion thal
MMS should grant a transporlation
allownnce for onshore RIK oil was not
adopted because the onshore lease
terms provide that the in-kind oil will be
made available to the lessor on the lease
at no cost to the lessor. The MMS
believes that there is no need to state
explicilly that the lessee is not required
to transport onshore RIX oil. Many of
these issucs will be addressed in MMS's
revisions lo the RIK regulations (See 52
FR 2202. January 20, 1987).

Another issue discussed by several
commenlers concerns the definition of
terms used in the regulations. Several
respondents commented on the use of
the term “reasonable” to describe
transportation costs. One State
commenter recommended that the term
“reasonable” was (oo vague and should
be defined. Three industry commenters
recommended that the term
“reasonable” be delete. Six
commenters were concerned about the
term “remote from the lease.” Two
Indian and two State resprndents
commented that the phrase “remote
from the lease” should be defined. Two
industry commentlers stated that the
phrase “remote from the lease™ should
be changed to “the firs! available
markel.”

MMS Response: The term
“reasonable” is defined by the Merriam-
Websler New Collegiate Diclionary as
“moderate, fair.” The MMS intends that
this same definition apply in the
determination of a transportation
allowance and includes the requirement
that the transportation costa be
necessary to markel the oil. The MMS
agrees that the phrase "remote from the
lease™ caused confusion and has
replaced it with the phrase “off the
leage.”

The MMS received comments from a
large number of respondents on
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§ 200.104(b). This proposed regulalion
established a 50-percent limit on
transportation allowances.

Most of the comments on this
paragraph related to one major topic,
the limitation of 50 percent on oil
transportation allowances. Comments
were also received on the proposal not
to allow royally payments to be reduced
to zero. Comments on the 50-percent
allowance issue were also divided
between those commenters who wanted
to retain the limit and add additional
qualifications, those who wanted to
raise the limil, and those who wanted to
lower the limit.

Most industry commenters stated that
MMS should abolish the 50-percent
limitation for one or more of the
following rcasons: If the proposed limit
is retained, the exception to the 50-
percent limitation may not be exercised
freely enough: the 50-percent limit could
impose a serious economic deterrent to
the exploration and development of
frontier areas and could serve as a
disincentive to the building of
transportation systems: the limitation
figure is strictly arbitrary anc: totally
unjust to the lessce/working interest
owners: it would be a rare case when an
oi! transportation cost would come close
to the proposed 50-percent cap, much
lrss exceed it; the proposed 50-percent
cap is a deviation from the stated intent
of MMS to base royalty valuation on
*“gross proceeds.”

Industry commenters stated that MMS
should approve requests for
transportation allowances exceeding the
50-percent limitation upon submission of
adequate documentation by the lessee
for the following reason: If the actual
cost of transportation can be reasonably
justified. it should be permitled if a
lessee can adequately demonstrate that
a higher allowance is in the best interest
of the lessor.

One Indian commenter stated MMS
should change the 50-percent limitation
to a 20-percent limitation because the
50-percent limit is excessively high.

Industry and State commenters stated
that MMS should clarify the exception
criteria which would allow
transportation allowances to exceed the
50-percent limitation. The proposed
“best interest of the lessor™ criteria was
described as vague and unclear and
could be interpreted to exclude all
cases,. Criteria {or approval should allow
a lessee lo more objectively plan
development of oil and gas prospects.

Several industry respondents stated
that MMS should allow lessees to carry
forward transportation costs otherwise
allowable (except for the 50-percent
limitation} from the current year to
subsequent years. This procedure

F4701.FMT...[16,32)...8-06-87

should be applied to all transportation
systems, but it would be especially
important in the frontizr areas.

A State, a State/Tribal association,
and a few industry commenters stated
that MMS should retain the 50-percent
limitation in the proposed regulations
for the following reasons: The limit
should apply in all cases with no
distinction made between circumstances
where transportation is a component of
price and where transportalion costs are
incurred directly by the lessee: the 5C-
percent limit is acceptable as a guideline
but MMS should freely exercise its
authority to allow transportation costs
in excess of 50 percent of the value of
the lease product; the 50-percent
limitatiop provides incentive to keep
costs under control while allowing some
relief for legitimate hardship conditions.

One indus!ry respondent and one
State commenter stated that royalty
payments should not be reduced to zero.
The State respondent commented that it
is a privilege lo use public lands and it
should not be possible to take
production [rom it royalty-free. Two
industry respondents stated that royally
payments should be allowed (o go to
zero for marginal production and for
cases where reservoir maintenance is
concern.

MAMS Response: The MMS has
decided generally that the 50-percent
limitation should be retained in the final
rule. The transportalion allow. nce for
oil is limited to 50 percent of the value of
the oil on the basis of a selling
arrangement. A lessee may request, and
MMS may approve. a transportation
allowance in excess of 50 percent if the
lessee demonstrates that the costs
incurred were reasonable, actual, and
necessary. In no event, however, can the
transportation allowance exceed 100
percent of the value of the oil.

MMS received comments that a
transportation allowance in excess of 50
percent should be allowed only when it
is in the “"best interests of the lessor.”
MMS did not include this standard
because it is too subjective. The
requirement that the costs be
“reasonable. actual, and necessary™ are
sufficient to protect the lessor’s
interests.

The MMS received several comments
from industry on § 206.104(c) which
requires allocation of transportation
costs among all products transported.
One commenter stated that for
iransportation allowances, MMS should
allocate costs on the basis of relative
value rather than on the basis of relative
volume. Twe commenters recommended
that costs associated with the
transpertation of nenroyalty-bearing
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products (i.e., water} should be
deductible. It was also stated that o the
extent transportation for cerlain
nonroyalty-bearing products cannot be
avoided. the costs should be equally as
deductible as the oil transpurtation.
Four commenters recammended delating
the requirement that transpartation
costs must be allocated among all
products for one or more of the
following reasons: Allocation would be
a labor-intensive process and an
onerous burden inflicted upon reparting
parties: allocalion would be impractical
because, in many instances, volumes are
not available; and it would require
significant additional effort to complete
additional Forms MMS-4110.

Other indusiry commenters
recommended that allowances be
granted for nonroyally-bearing
substances up to 30 percent of the
volume of the transported stream.

MAMS Response: The MMS has
considered the comments regarding
allocating costs on the basis of relative
vilue. The MMS daes not agree with the
proposal that the costs of transporting
nonroyalty-bearing substances should
be included in a transpartation
allowance in all instances. However,
upon review, MMS has recognized that
there could be circumstances where it is
appropriate to provide an allowance
which includes the costs of transporting
certain nonroyally-bearing substances
such as waste products. including water.
For example. there may be
circumstances where transportation of
water along with the ol is necessary in
order to transport the oil. For other than
waste products, the {inal rule provides.
however, that prior MMS approval is
required befure an allowance may be
taken for the cost of transporting
nonroyalty-bearing substances.

The MMS is aware tha! the allocalion
of transportation costs in situations
where more than one product is
involved could be burdensome.
However, it is MMS's experience that
the allocation requirement would not be
difficult in most instances.

Section 206.105 Determination of
transportation allowances.

(a) Arni‘s-length transportation
contracls.

Although there were comments on a
wide variety of subjects, they have been
grouped under nine issues as follows:
Acceptance of FERC-approved tari{fs
and arm's-length transportation
agreements, excessive penalty and
retroactive approvals, MMS's approval
of the transportation allowances.
acceptance of transportation reduced
prices, status of currently approved
allowances, required filing every 12
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months, allowance on nonroyalty-
bearing production, allocation o
\ransportation costs, and period for
filing a propused allocation method.

(1) Acceptance of FERC-approved
taril{ls and arm's-length transpertation
agreements as an accurale indicator of
reasonable. actual costs.

Several industry commenters
responded that the oll transportation
allowance regulations should be written
to support the use of FERC-approved
tariffs and arm's-length \ransportation
agreements as an accurate indicator of
reasonable, actual costs.

Indian commenters expressed serious
concern about the validity of using
arm's-length contracts as an indicator of
value. One Indian commenter stated
that arm's-length contrac!s are not a
bona fide indicator of reasonable, actual
costs. Another Indian commenter
expressed doubt that there can even be
an arm's-length contract between
companies in the oil industry. One
Indian commenter stated that arm's-
length contracts should not be accepted
unless a thorough analysis of lessee/
purchaser afTiliations is undertaken.
Another Indian respondent expressed
cousiderable doubt that the criteria used
by MMS would assure that an arm's-
length contrac! is presen! in any given
case. An Indian commenter also stated
that MMS should establish appropriate
criteria lo determine the accuracy and
reasonableness of allowunces granted
under arm’s-length and non-arm's-length
contract situations.

AIMS Responsc: The MMS currently
uscs FERC-approved tariffs and arm’s-
length transporlation agreements as an
accurate indicator of reasonable, actual
costs. In these final rules, {or non-arm's-
length and no-contract situations, MMS
8enerall‘}; will permilt only the
reasonable, actual expenses incurred by
the lessce as the allowance. For lessees
who have tariffs approved by FERC or a
State regulatory agency, MMS is
creating an exception to this policy.
discussed below in regard to
§ 206.105(b). MMS has added a sentence
to § 206.105{a)(1) clarifying that the
lessee has the burden of demonstrating
that its contract is arm's-length.

MMS also has added two new
paragraphs to address situations where
a contract, though arm's-length, should
be treated as non-arm's-length pursuant
to § 206.105(b). The [irst situation is
where MMS determines that the
transportation contract reflects more
than the consideration transferred from
the lessee to the transporter for the
transportation: i.e., the transportation
cost has been inflated. The second
situation is where the MMS determines
that there has been misconduct by or
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between the contracting parties, ot the
lesaee otherwise hus breached its duty
to the lessar to market the production
for the mutuat benefit of the lessee and
the lessor. The types of misconduct or
breach of duty which would trigger
application cf these provisions are
essentially the same as those discussed
above in the valuation section.

{2} The disallowance of a
transportation deduction for a reporting
period not covered by a Form MMS-
4110, Oil Transportation Allowance
Report.

The MMS received responses from
several industry respondents stating
that the disallowance of a
transportation deduction for a reporting
petiod not covered by a Form MMS-
4110 is an excessive penalty for what
they consider to be a minor infraction of
the rules. The point was also made that
the lessee does not always have the
data to timely file a Form MMS5-4110
before the Form MMS-2014 is filed.
However, one Stale commenter agreed
with the proposed regulation
disallowing the deduction for any period
in which the Form MMS—4110 was no!l
received.

Many industry commenters responded
on this paragraph stating that the
regulations should have a provision
allowing retroactive transportation
deductions. The general consensus was
that a lessee does not always have the
details on transportation worked out
belore production begins, and
somelimes it is necessary to go back and
revise data related to an allowance after
agreements are reached because of the
fast changing nature of current oil and
gas markets.

MMS Response: The MMS considered
the comments on retroactive requests
and has revised the regulations,

§ 206.105 (a)(1) and (h)(1). to allow
lesseos 10 request transportation
allowances retroactively for a period of
not more than 3 months. Pursuant to

§ 206.105(d), if a lessee takes ©
deduction without complyir with the
regulations, interest only must be paid
until the date that appropriate forms are
filed. However, the lessee will be
required to repay the amount of any
deduction disallowed owing to the
limitation on retroactivity.

(3) Prior MMS approval of
transportation allowances.

Industry respondents expressed
approval of the self-implementing
procedure in the transportation
allowance regulations. This was
regarded as a method of relieving a
considerable administrative burden on
both industry and MMS. One Indian
commenter disagreed with the self-
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implementing nature of the regulalions
because it was regarded as a method of
establishing the 50-percent limitation as
a floor for transportation allowances.

State and Indian commenters stated
that MMS should pre-approve all
transportation allowances and should
pravide approval only on a showing of
necessity 1o promote development or a
showing that a higher value could be
oblained for the oil at a point of sale
away from the lease. It was also stated
that neither the MMS nor the States and
Indian Tribes have the resources to
audit all leases and if these sllowances
are not monitored “up front” they will
never be audited.

MMS Response: The MMS has
determined that it is not necessary 1o
preapprove all transpurialion
allowances. The MMS will monilor and
review transportation allowances for
tegulatory compliance and
reasonableness. Therefore, most
allowances under § 208.105{a) and (b}
do no! require prior MMS approval.

(4) Acceptance of transportation-
reduced prices without requiring the
filing of Form MMS—4110 for both arm’s-
length and non-arm's-length :ituations.

Industry commenters responded that
MMS should accept transportation-
reduced prices without requiring the
filing of Form MMS-4110 for both arm’s-
length and non-arm's-length situations.
This policy was regarded as reducing
the administrative burden on industry
and MMS. However, one commentetr
disagreed with this proposal because it
was regarded as a potential technique to
exceed the 50-percent limitation
provision of the regulation. One
commenter stated that neither industry
nor MMS could administer trucking-rate
transportation allowances on the basis
of lease-by-lease and, therefore, MMS
will probably be forced to accept
transportalion-reduced values where
trucking is involved.

MMS Response: The MMS considered
these comments and determined that
§ 206.105{a}(5) of the final rule should
provide that transportation factors
specified in arm’s-length contracts are 1o
be considered as reductions in value
rather than transportation allowances.
The use of Form MMS-4110 for the
transportation factors is not required.
However, so as not to provide a means
of avoiding the 50-percent limit on
transportation allowances, the final
rules provide that the transportation
factor may not exceed 50 percent of the
base price of the product without MMS
approval,

(5) Should current approved
transportation allowances remain in
effect until they expire?
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Two industry commenters responded
that it would be administratively easier
if the regulations would allow a current
approved transportation allowance to
remain in effect until it expires. Seven
industry commenters stated that the
transportation allowance reparted on
Form MMS-4110 should continae until
the applicable contract or rate
terminates or is modilied cr amended.
State commenters stated that, owing to
some allowances currently being laken
without written MMS approval. only
those lessces with documented approval
should be allowed to continue without
submission of the Form MMS—4110.

MMS Response: The MMS considered
these comments and has revised the
regulations at § 206.205(c)(1)(v) and
(c)(2)(v) to provide that transportation
allowances in effect on the date these
regulations become effective will be
allowed to continue until they terminate,
subject to andit. However, MMS is
limiting this provision only lo thase
allowances that have written approval
from MMS. Because the regulations are
being revised to remove any prior
approval by MMS before a deduction
can be taken, and the submission of
Form MMS—4110 is to increase MMS's
ability to monitor the allowances being
taken, MMS believes that the intent of
the final rules will be best served by
requiring all allowances 1o be deducted
under the new rules documented as of
the effective date.

{8} Should MMS require the filing of
Form MMS-4110 every 12 months?

Industry commenters stated that there
is no benefit to MMS in submitting a
form that duplicates information on file
when a change has not occurred. Two
industry commenters responded that
there is no apparent reason for MMS
requiring the filing of Form MMS—4110
every 12 months.

MAMIS Response: The MMS requires
the annual filing of Form MMS-4110 for
use in monitoring costs and volumes
associaled with a multi-million dollar
transportation allowance program. The
regulation is being adopted as proposed.

{7) Should MMS allow transportalion
allowances for production which is not
royally bearing?

An industry commenter recommended
that a transportation allowance should
include costs associated with moving
water because some water is retained in
pipeline oil. Another industry
respondent recommended deletion of
the last sentences of § 208.105(a)(2) and
(b)(3) which prohibit disallowances for
transporting lease production which is
not royalty-bearing.

MMS Response: As discussed earlier,
MMS has decided that it is appropriate
to provide an allowance which inciudes
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the costs of transporting certain
production, including waste products,
which is not royalty bearing.

(8) Allocation of a cost applicable to
more than one product.

Two industry commenters stated that
allocation of costs presents a
burdensome administrative task, but if
allocation of costs is deemed necessary,
it should be allocated on the basis of
relativa value rather than on the basis of
relative volume. One industry
commenter suggested that MMS provide
an alternative allocation procedure for
situations which would require a
variance from the proposed allocation
method.

Onc State commenter suggested that
MMS provide guidance on what will be
an acceptable method of allocation in
sitnations that involve the
transportation of both gaseous and
liquid products. One industry
commenter suggested that the rules
could be further enhanced by allowing
for the adoption of an allocation
procedure conlained in a different
arm's-length transportation contrac!
where similar conditions and products
exist.

MMS Response: The MMS has added
a new paragraph which provides that,
upon request of the lessee, MMS will
approve the allocation of costs on the
basis of the values of the products
transported unless such allocation
method is not consistent with the
purposes of the regulations in Part 206. It
would be difficult for MMS to provide
guidance on acceptable methods of
allocation because of the many different
situations involving the transportation
of both gaseous and liquid products. The
MMS believes that the most
advantageous procedure is 1o have the
lessee submit an allocation proposal to
MMS in these situations. Thus,

§ 206.105(a)(3) and (b}(4) require the
lessee to submit such an allocation
proposal within prescribed timeframes.

(9) The MMS should extend the period
to submit a proposed allocation method.

Two commenters stated tha! the
requirement to submit a proposed
allocation method within 60 days will
create a significant workload and
burden. and a more reasonable
provision of time would be 120 days.
Others requested an even longer period.

MMS Response: The MMS determined
that 3 months is a reasonable time
period to submit a proposed allocation
method and § 208.105{a)(3} and (b)(4)
have been revised accordingly.

(b) Non-arm’s length or no contract.

The MMS received many comments
on § 206.105(b). which applies to non-
arm's-length or no-contract
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transportation situations, from industry,
industry trade groups. States, Indian
Tribes, and a Federal agency. Most of
the negative comments actually
addressed § 206.104(a), and those
comments generally expressed the belief
that no transportation allowance of any
kind should be granted by MMS,

The comments received on these
paragraphs have been grouped into nine
issues as follows: Acceptance of State
or FERC tariffs, acceptance of
comparable arm's-length contracts, use
of a benchmark system, penalties,
increase in estimated allowances, prior
approval of allowances, allowable costs,
rate of reiurn, and relaining Allernatives
1 and 2 for return on capital.

(1) Should MMS accep! published
State or FERC tariffs instead of using
actual costs as the basis for approving
transportation allowances?

Industry commenters stated that MMS
should accep! published State or FERC
tariffs as the transportation allowance
in non-arm's-length and no-contract
situations. These commenters believed
that MMS should “rightfully rely on the
expertise of FERC and State agencies
which set pipeline tariffs to determine
fair and reasonable transportation
charges.” It was also stated that if MMS
daes not rely on FERC and/or Stale
tarifls, there would be a wasteful
duplication of effort between FERC,
State agencies, and MMS. One industry
commenter stated tha! FERC tariffs
should be accepted as aiu allowable
deduction regardless of whether the
transportation contract is arm’s-length
or non-arm's-length because the tariff
represents the recognized value of the
service.

One industry commenter stated that
MMS should accept as a transportation
allowance either a FERC tariff or the
actual cost including u reasonable profit,
whichever is higher. This would give the
lessee an option that would be more fair
than the single method prescribed by
MMS.

Two industry commenters stated that
MMS should require actual costs only
when there was no pipeline or published
tariff. The use of internal cost
accounting to determine the value of a
transportation allowance was believed
to be at odds with the interests of the
lessee.

MMS Response: After careful
consideration, MMS has decided that,
generally, for non-arm's-length or no-
contract situations, the fairest and best
way to determine transportation
allowances is to allow actual,
reasonable costs plus, if appropriate, an
acceptable cost for the lessee’s
undepreciated capital equipment.
However, MMS has concluded that
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where a lessee has a tariff approved by
FERC or a State agency, it is
unnecessarily burdensome and
duplicative lo recompute costs.
Therefore, MMS will recognize FERC
tariffs (for both Federal and Indian
leases] and tariffs approved by a State
regulatory agency [for Federa) leases) as
a valid cost in compuling a
transportation allowance when it is an
actual out-of-pocket expense pursuant
to an arm’s-length transportation
contract. Existence of such tariffs for a
iransportation system also will
authorize MMS to grant an exception to
the requirement {o use actual costs for
non-arm's-length or nocontract
situations. See discussicn below.

{2) Should MMS accept comparable
arm’s-length contracts for determining
transportation allowances?

Several industry respondents stated
that MMS should accept comparable
arm’s-length contract costs as the
transportation allowance. The costs
incurred under comparable arm’s-length
conlracts were described as the best
indicator of the value of that service
provided by the lessee in transporting
oil to a market or to any ather point
where it could be sold.

MMS Response: It is MMS's past and
present practice generally to allow only
those costs which are directly related to
the transportation of lease produclion.
Costs incurred under “comparable
arm’s-length contracts” may include
costs sich as Federal and State income
taxes, ur socioeconomic costs incurred
by the lessee in order to oblain State or
county land access such as the
construction of schools or city sewer
facilities. The MMS considered these
comments in revising the regulalions
and decided that it was in the best
interests of the Government, States, and
Indians to base oil transportation
allowances on actual, reasonable costs
plus return on investment.

However, in an effort to simplify
procedures for both the lessee and
MMS, the regulations at § 206.105(b}(5)
will provide an exceplion to the
requirement to compute actual costs
where the lessor’s interest is adequately
prutected. The lessee must apply to
MMS for the exception, and MMS will
grant the exception only if the lessee has
a tariff for the system approved by
FERC (for both Federal and Indian
leases) or a State regulatory agency (for
Federal leases). However, the rules
contain protection from unreasonably
high tariffs. The MMS will deny the
exception request if it determines that
the tariff is excessive as compared to
arm's-length transportation charges by
pipelines, owned by the lessee or others,
providing similar transportation services
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in that area. If there are no such arm's-
length transportation charges to use for
comparison, MMS will deny the
exception request if no FERC or State
regulatory analysis exists and the FERC
or State regulatory agency has declined
to investigate pursuant to MMS's timely
objections upon filing. and the tariff
significantly exceeds the lessee’s actual
costs for transportation as determined
under the regulations in subsection
(b){2).

(3) Should the transportation
allowance be based on the market value
of transportation service as determined
under a benchmark system?

Many industry respondents stated
that MMS should allow lransportation
deductions based on a benchmark
system. These commenters suggested
that MMS allow the lessee the market
value of the transportation service on
the basis of a benchmark system
featuring arm’s-length contracts and
tariffs with cos! accounting being useu
only as a last resort.

MMS Response: The MMS considered
the benchmark valuation system
featuring arm’s-length contracts ans!
FERC tariffs with cos! accounting being
used as a last resort. The MMS has not
adoptad this recommendation for the
same reasons as cited in issue no. 2
above.

(4) Should a penalty be imposed for
late submission of the Form

MMS-4110?

An industry respondent commented
that requiring lessees to file Forms
MMS-4110 and MMS-2014 at the same
time would impose an unfair penalty on
lessees for being unable to complete
Form MMS-4110 prior to the Form
MMS~2014 reporting deadline and that
there is no need to cancel all currently
approved allowances. Two other
indusiry commenters sus,gested that
submittal of Form MM5-4110 be only on
the basis of as-needed. pursuant to
contract changes.

MMS Response: The MMS has
reconsidered the reporting requirement
that would deny the transportation
allowance for those periods for which
no Form MM5-4110 was filed. Pursuant
to § 208.105(b)(1) of the final rules, a
lessee may claim a transportation
allowance retroactively for a period of 3
months from the first day of the month
that the Form MMS—4110 is filed.
However, if the lessee has taken an
allowance before filing the form, it must
pay interest from the date the allowance
was taken until the form is filed. The
lessee will also be required to repay the
amount of any allowance which is
disallowed owing to the 3-month
limitation on retroactivity. See
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§ 206.105(d). The proposal to retain all
current allowances in effect until they
expire was considered and it was
‘decided that approved allowances [i.e..
allowances approved in writing by
MMS) in effect on the effective date of
these rules will be allowed to conlinue
in effect until they expire. See

§§ 206.105(c)(1)(v} and 206.105(c}{2}{v).

{5) Should the estimated rate reported
on Form MMS—4110 be allowed to
increase over the prior period. if
justified?

One industry commenter requested
that the estimated rale be allowed to
increase over the prior period. if
justified. This respondent also
recommended that the initial allowance
be effective for a period greater or lesser
than the 12 months 1o allow industry to
conver! to calendar yenr raporting. This
would ease the administrative burden.
Another industry commenler questioned
the cost effecliveness af the lwo-step
submission of estimates and corrections.
This commenter recommended that any
adjustment, plus or minus. be made
prospectively only.

MMS Response: The recommendation
to allow an estimated rate to increase
over the actual rate for the prior period,
if justified, has been addressed in the
final regulations. Pursuant to
§ 206.105(c}(2](iii}. the lessee may use an
estimate higher or lower than the
previous year's actual rate if the lessee
believes it is appropriate when
submitting Form MMS-4110. The
recommendation to adjus! the initial
teporting period to allow industry to
convert to calendar year reporting has
been considered and the regulations at
§ 260.105(c) have been revised o
provide for calendar-year raporting.

{6) Should MMS requiro prior
approval for allowances?

Industry respondents commented thal
they were in suppor! of the sclf-
implementing feature of the regulations
which would not require prior approval
of each allowance by MMS before the
allowance could be claimed. Two State
commenters proposed that MMS should
require prior approval on non-arm's-
length contract or no-contract
deductions for transportation because
adequate audit resources are not
available to audit the allowances. and it
is very likely that many leases will
never be audited. One Indian
commenter proposed that MMS require
prior approval and audit to prevent
abuse in the claiming of depreciation
and overhead costs,

MMS Re?onso: The MMS currently
reviews and appruves all transportation
allowance requests and has considered
pre-approval and pre-audit of
transportation allowances. It has been
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decided that a more effective use of
resources can be aitained by doing
exceplion processing on allowances and
selectively reviewing certain allowances
in depth to determine the propriety of
the allowance reported by lessees on
Form MMS-4110. Therefore. with limited
exceptions, no prior appioval of
allowances will be required.

(7) Should costs other than reasonable
actual costs be considered in calculating
the transportation allowance?

A few industry respondents elated
that MMS should revise the regulations
to make an allowance for debt service
and State and Federal income taxes.
Three indusiry commenters
recommended that MMS provide for a
complete recovery of costs plus an
acceptable profit for assuming the risks
involved in undertaking the service
function cf transportation. One induslry
commenter recomiaended that MMS
allow for administrative overhead
beyond that which is directly associated
with, or attributable to, the
transporlation system.

MMS Response: The MMS views
income taxes to be an apportionment of
profil rather than a valid-operating
expense. However, interest on money
borrowed for operations would be
considered as a valid operating expense.
Interest on money borrowed to build a
transportation facility is not considered
allowable. A return on investment is
given in lieu of interest on capiltal
investments. The proposal to extend the
amount of overhead beyond that which
is directly allocable or attributable to
transportation is not acceptable.
Administrative overhead or any other
costs not directly associated with
transportation are not allowed.

(8) What rate of return should be used
la calculale return on depreciable
investment?

Most industry respondents opposed
the use of Moody's Aaa corporate bond
rate as unrealistic and too low. One
industry commenter stated that “There
is no reason o equate pipeline risks
with the highest rated, most secure debt
rate.” Two industry commenters stated
that the proposed rate is very
conservative and arbitrary and the
general consensus of the parties was
that the rate of return should be
adequate to reflect the risks involved in
the oil and gas business. Seven
respondents stated that the Aaa rate is
the absolute lowest borrawing rate
available only to a few “blue chip”
companles,

One industry respondent suggested
four alternatives 1o Moody's Aaa bond
rate: (1) Prime rate plus 5 percent; {2)
one and one-half times the average 20-
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year treasury bill rate; (3) 150 percent of
Moody’s Ana rale; or (4) the rate of
return methodology adopted by FERC in
Opinion Nu. 154-B. This industry
commenter also stated that industry's
position supports a rate of return plus
additional points to reflect risk factors,
and two other industry commenters
suggested that the rate of return should
include Federal income tax.

Several industry respondents
recommended a rate of return based
upon the cost of debt and equity
financing. One party stated that “Assets
are not financed by debt alone: equily
financing must be included in the
calculation of an actual and reasonable
cost of capital * * *" and suggested a
rate lo account for equity financing and
an alternative method for extraordinary
circumstances based on the weighted-
average cost of capital. Another
indusiry commenter suggested that the
proposed rate ** * * would not include
any return on equily which is a
significant rortion of the capitalization
of the pipeline.” One indusiry
commenfer suggested ** * * a true rale
of return for the risk involved and the
cost of capital for both debt and equity.”
Another respondent suggested a rale
based on ** * * both cost of credit and
equily capital.” One industry respondent
stated that “Most firms receive funds
from both debt and equity sources.”

Two industry commenters proposed
the prime rate plus 5 percent in
accordance with the RMAC panel. Twa
industry respondents suggested the
average 20-year Treasury Bill rate times
150 percent. Seven industry commenters
recommended either the average 20-year
Treasury Bill rate times 150 percent or
the prime rate plus 5 percent as
proposed by the Oil Valuation and Gas
Valuation Panels, respectively. One
industry respondent recommended the
prime rate plus 7 percent. Another
industry respondent suggested Moody's
20-year Baa rate plus 9 percent as an
equitable rate of return. One industry
commenter prefcrred the Treasury Bill
rate times 150 percent if MMS fixes the
rate at the time of initial investment, or
the prime rate plus 5 percent if MMS
redetermines the rate yearly. Another
industry respondent suggested a 23-
percent pre-tax rate of return, One
industry commenter suggested that a
risk component of from § to 7 points
above the Aaa rate be adopted.

Two industry commenters stated that
the rimitation on the rate of return
serves as an economic disincentive for
lessees to invest in high-risk ventures,
such as the frontier areas. Three
industry respondents commented that a
lessee affiliated with the pipeline would
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be at a disadvantage under the proposed
rate of return because it would not be
competitive with other producers
deducling a transportation allowance
that includes risk factors.

MMS Response: The MMS has
examined several options relaling to
rate of return and decided that a rate of
return should be closely associated with
the cost of money necessary to construct
transpartation facilitivs. The MMS has
examined the use of the corporate tond
rate very carefully and has concluded
that such rates are representative of the
lcan rates on sums of money
comparable to that expected for the
construction of transportation {acilities.

There is no doubt that there are some
very high risks involved with some oil
and gas ventures, such as wildcat
drilling. However, the risk associated
with building und developing a pipeline
to move oil that has already been
diacovered is a much different risk. The
risk of default (financial risk) is
considered in corporate bond rates.
Considering the risks related to
transportation systems, a rate of return
that is based on an applicable corporate
bond rate would be appropriate for
fransportation systems.

The MMS has considered the prime
rate, the prime rate plus 5 points, one
and one-half times the average 20-year
Treasury Bill rate, the Mocdy's bond
rale, and Standard and Poor’s bond rate.

The MMS believes that the use of an
appropriate rate of return based on the
corporate bond rate adequately
considers the risk associaled with ¢
transportation system and that there is
no rational basis for increasing a rate of
return by arbitrarily adding percentage
points simply lo increase the allowance
granted to a lessee. After carefully
considering the comments and the
options available, MMS determined that
the rate of return should be based on
Standard ard Poor's BBB industrial
bond rate. Section 206.105{(b}(2){v; has
been revised accordingly in the final
rule. However, because of the
substantial and diverse comments on
this issue, including several comments
on the draft final rule that the BBB bond
rate is not much better than the first
proposal, MMS will issue a notice of
proposed rulemaking to reconsider the
applicable rate of return for purposes of
these regulations.

The MMS does not consider State and
Federal income taxes as an appropriate
expense that should be included in n
transportation allowance and does nol
agree that the rate of return should be
increased to allow for income tax
liability.

{9) S{ould MMS retain the provisions
of both Alternative 1 and Alternative 27
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Some industry respondeits
commented that MMS should retain
both Alternative 1 and Alternative 2 in
proposed § 206.105(b){5)(iv). One
industry cominenter recommended that
both Alternatives 1 and 2 be included in
any cost-based methodology for
determination of a transportation
allowance. Another industry commenter
recommended that both alternatives be
made available for use at the lessee's
election on the basis of an individual
transportation arrangement because
adoption of this approach would assure
the flexibility necessary to adapt to
unforeseen changes in the business and
transportation environments. Two
industry respondents stated that MMS
should retain Alternative 1. One
industry commenter stated that it
endorsed use of the [irst alternative
because it gives lessces some latitude in
choosing the depreciation method.

One industry respondent commented
that MMS should not retain Alternative
2. The commenter stated that this
alternative would encourage third
parties to become involved in the
pipeline business, in which case MMS
would absorb the full market cost of
transportalion provided.

Several indusffy respondents
commented that MMS should adopt
Alternative 2 and apply it to all existing
and future transportation facilities. One
commenter stated that limiting
Alternative 2 (return on initial capital
investment) to new or newly acquired
transportation systeras is unsupported in
the proposed rules and Alternative 2
should be available without the
limitation imposed by the MMS. Two
industry commenters stated that they
presumed Alternative 2 has no limit on
the deduction under this alternative,
Both industry commenters stated that
although Alternative 1 specifically
states that a transportation system may
be depreciated only once. there is no
mention of such a cap on Alternative 2
and, therefere, it is presumed that this
option has no limit. One industry
commenter stated that it believed it was
appropriate to include both Alternative
1 and Alternative 2 in any cost-based
methodology for determination of a
transportation allowance.

One industry respendent
recommended that MMS permit the
depreciation schedule to be adjusted to
reflect additional capital investment of a
subsequent purchaser because, if
additional capital is invested, there is no
double recoupment of capital
investment,

Several industry commenters stated
that MMS's proposal to disallow
recapitalization is inequitable. One
commenter stated that because this
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proposul would only recognize the
original capital costs, the additional
capital costs which may have been
invested by the new owner may not be
recovered.

Some industry respondents stated
that, although they agreed with the
concept of allowing a rate of return on
the transportation facilities, the
application of the allowance is unfair
insofar as a company using Alternative
1 (i.e.. one with existing facilities) would
only be receiving a return on investment
for the undepreciated investment {or net
book value).

Some industry respondents stated that
MMS should not tie the rate of return to
a diminishing value. Both commenters
stated that because the intention is to
provide the lessee with a rate of return
for his invested capital he should not be
penalized by a diminishing return
caused by tying the return into a
depreciation option.

Several industry commenters stated
that M1.1S should allow a lessee to add
estimated abandonment costs to its
depreciable capital investment value.
One industry commenter stated that,
although MMS has set out that the
proposed regulations riquire recognition
of salvage values, often the cost of
abandonment exceeds any salvage
value: consequently. it was suggested
that the estimated cost of abandominent
of the transportation system be included
as an expense of operalion to the lessee.

An industry commenter stated that a
transportation system should be
depreciated only once. The commenter
suggested that the regulation state "A
change in ownership of a transportation
system shall not alter the depreciation
schedule established by the original
transporter/lessee for purposes of the
allowance calculation. With or without
a change in ownership. a transportation
system shall be depreciated only once.”

MMS Response: The MMS has
reviewed the comments received
regarding both Alternative 1 and
Alternative 2 in proposed
§ 206.105(b)(5){iv) and concluded that
both alternatives should be retained.
However, under the final rule,

§ 208.105{b)(2)(iv). Alternative 2 can
only be used for transportation facilities
first placed in service after the effective
date of these regulations.

The MMS has considered the issue of
recapitalization and decided that it was
appropriate for the Government 1o pay
its share for the depreciation of a system
transporting royalty-bearing ofl only
once.

The MMS has carefully considered the
issue of basing the rate of return on a
diminishing value and has decided that
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this procedure is consistent with
longstanding Government palicy on
allowances and that MMS should
continue this policy for transportation
facilities in operatlion on the effective
date of these regulations.

The MMS has taken the position that,
because it does not participate in the
profit or losses tha! could result from the
sale of transportation facilities, no costs
for dismantling and abandonment
should be included in transportation
allowances.

The final rules provide that a
transportation system may be
depreciated only once, and that the
depreciation schedule established by the
original transporter/lessee may not be
alterad by a change in ownership.

(c) Reporting requiremonts,

The MMS received many commenis
from industry and Indians on the
reporling requirements, § 208.105(c). in
addition to the comments already
discussed above. The two major issues
of concern relating to the reporting
requirements were (1) usage of Form
MMS—4110. and (2] the terms of the
allowance and reporting periods.

{1} Should MMS require the filing of
Form MMS—4110?

Several industry and Indian
commenters opposed the use of Form
MMS—4110. One Indian commenter
stated that there should be more
monitoring of deductions taken from_
royalty and requested that MMS retain
an approval process instead of the mere
filing of Form MMS—4110. One industry
commenter stated that Form MMS-2014
will show the transportation allowance
taken and that Form MMS-4110 is
unnecessary. Two industry commenters
recommended the filing of an “Intent to
Deduct Transportation.” One industry
commenter stated that the
transportation costs under arm’s-length
contracts should be part of the value
and Form MMS—4110 should be filed
only for non-arm’s-length transportation.

Many industry commente:s stated
that it would be burdensome to file a
new Form MMS-4110 each time a
trucking charge or similar net change
occurred in a con:tract price. One
industry commenter stated that price
postings have been amended as often as
three times per month. One industry
commente: suggested that Addendum
No. 15 be incorporated into the new
regulations and expanded to include
offshore leases. One industry
commenter stated that the regulalions
are not clear about whether or not a
Form MMS-4110 must be filed for prices
net of transportation. This industry
commenter also stated that in some
situations the lessee may not know a
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price is being netted of transportation in
time to file Furm MMS—+4110.

One Indian commenter stated that the
information on Form MMS-4110 should
be clear and uncomplicated and should
be available to the Indians.

MMS Response: The MMS believes
that Form MMS-4110 must be required
in order for MMS to monitor the
transportation allowance program. The
MMS believes it can monitor the
transportation allowance deductions
more effectively than with the pre-
approval of the allowances. The MMS
has made the information on Form
MMS-4110 as clear and uncomplicated
as possible considering the complex
nature of transportation allowances.
The information on these forms will be
made available to the Indians upon
proper request. The filing of a Form
MMS—4110 equates to an “intent to
deduct transportation.” The
transportation costs under an arm's-
length contract are separate from the
value determination under such a
conlract so a Form MMS—4110 should be
filed for transportation costs determined
under both arm’s-length and non-arm's-
length contracts.

In arm’s-length situations where the
purchaser is reducing the posted price
for a transportation cost and the lessee
is incurring no ort-of-pocket expense,
filing a Form MM5—4110 is unnecessary.
In these situations, the point of sale is at
the point the purchaser acquires the oil
and. because the reduction in price
represents a cost incurred past the point
of first sale. a transportation allowance
would not be aliowed by the regulations.
However, in determining the value of
the oil, the reduction of price for the
transportation costs past the point of
sale would be considered. Section
206.105{a)(5) of the final rule
incorporates the necessary regulatory
language.

(2) Term of the allowance periods and
the timetable for reporting.

One industry commenter endorsed the
12-month term for both onshore and
offshore leases. Another industry
commenter strongly suggested that all
transportation allowances based on cost
accounling be determined on the basis
of calendar-year reporting. This industry
respondent also suggested that all
existing transporiation allowances
based on cost accounting be extended
until April 1, 1988, when data for the
1987 allowance would be submitted.

Other industry commenters opposed
the termination of all current allowances
and recommended continuing
allowances in effect for a period of time
beyond the effective date of the
regulations 1o allow for smooth
transition. The general consensus was
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that it would be an administrative
burden to require the filing of Form
MMS—4110 immediately upon passage of
the rulemaking. In addition, two of these
four industry respondents proposed that
the transportation allowances remain in
effect for an additional 90 days beyond
the issuance date of the regulations. One
of these commenters suggested filing
new forms only when the current
allowance expires.

One industry commenter
recommended a grace period for filing
all allowances. Another industry
commenter proposed a 90-day filing
period for new Forms MMS—4110 that
are submitted for contract revisions.

MMS Response: The MMS concurs
with & 12-month term and the final
regulations, in § 208.105(c), have been
changed to provide that a Form MMS-
4110 will be filed by calendar year. The
MMS considercd extending current
allowances and § 206.105 {c){1}{v) and
{c)(2){v} now provide tha! certain
allowances will continue in effect until
they expire. These are limited to
allowances approved in writing by
MMS. In regard to a grace period for
filing, the regulations have been revised
to allow u grace period of 3 months for
all non-arm’s-length and no-coniract
situations. The regulations in
§ 206.105{c)(z})(iii} allow the lessee 3
months after the end of the previous
reporting period to file the Form MMS-
4110, during which period the lessee wil
continue lo use i!s previous allowance.
Also. the final regulations al § 206.105
{a){1) and (b)(1) have been revised to
allow for transportation allowances to
be claimed retroactively for a period of
not more than 3 months prior to the first
day of the month that Form MMS—4110
is filed with MMS. Therefore, even if the
lessee is not able to file the Form MMS-
4110 timely. the lessee could file the
Form MMS-4110 and claim the
transportation allowance on a corrected
Form MMS-2014 at a later date. The
rules also have been modified to include
in paragraphs (c)(i}(vi) and {c)(2)(vii) a
provision to allow MMS 1o establish
reporting requirements different from
those specified in the rules where
circumstances warrant.

The MMS has received some
comments on the Form MMS-4110.
Those comments will be considered in
revising the final forms.

(d) Adjustments.

Several industry respondents
commented on § 206.105(¢e), which was
proposed as § 208.105(d). and pertains to
adjustments. Four principal issues were
identified.
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(1) Should MMS require retroactive
adjustments to fransportation
allowances?

ft was the gencral consensus in the
comments that adjustments were a very
large burden on both industry and the
MMS and that some way should be
found to eliminate the need for the many
adjustments that result from differences
between actual and estimated
transportation allowances. Six industry
commenters recommended that posilive
or negative differences between
estimated and actual costs should be
rolled forward into the transportation
rate for the subsequent period because
this would greatly relieve the
administrative burden on MMS and
industry. Three industry commenters
recommended that actual data from one
period be used as the allowance for the
subsequent period, eliminating the need
for adjustments. It was stated also that,
this procedure would relieve the burden
on MMS and industry associated with
the requirement 1o make adjustments to
each account, each month, for each year.

MAMS Response: To ease the burden
resulting from the adjustments
requirement, MMS has climinated the
need for many retroactive adjustments
by accepting arm's-length-contract
transportation costs when the lessee
timely files the Form MMS-4110. For
non-arm's-length and no-contract
situations, MMS did not eliminate the
need for adjustments between actual
and estimated transportation
allowances. The MMS considered
alternatives such as (1) rolling forward
differences into subsequent periods, or
{2] using actual data from one period to
be used as the next period's actual
allowance, but determined that either
procedure could be inequitable to
lessees, MMS, Indian Tribes, and Indian
allottees. ffowever, because many
lessces now will be able to use FERC
tariffs for non-arm's-length
transportation allowances. retroactive
adjustments will be further reduced.

(2) Should MMS require refunds to be
requested under the refund procedure
requirement of section 10 of the Outer
Continental Shelf (OCS) Lands Act?

An industry commenter stated that
refunds for estimates tendered in excess
of actual costs sheuld not be judged as
refunds of a payment of royalty under
section 10 of the OCS Lands Act, 43
U.S.C. 1339, because estimates are no!
“actual” payments of royalty.
Overpayments could then be treated as
line-item adjustments not subject to the
refund process. Two industry
respondents emphasized that the
requirement to submit wrilten requests
for refunds for under-deducted
transportation cos!s in accordance with
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section 10 of the OCS Lands Act will be
an extraordinarily difficult financial and
reporting burden to industry and MMS,
Two industry commenicrs stated that
the current long review and audit
process is now causing lessees to lose
the time value of money in the refunds
which are due the lessecs under section
10 of the OCS Lands Acl. Audits on such
refunds were described as fruitless and
wasteful and the suggestion was made
that MMS should consider
transportation allowance adjustments to
be exceptions to the refund
requirements of Section 10 of the OCS
Lands Act. Overpayments would be
recovered through line-item adjustments
on Form MMS-2014.

Two industry commenters suggested
that the submission of Form MMS-4110
should constitute the tolling of the 2-
year statute of limitations period
defined in section 10 of the OCS Lands
Act. These parties believed that this
should be put in the regulations to avoid
burdensome refund procedures.

MMS Response: It would not be
proper for these rules to prescribe the
refund procedures. MMS is examining
the issue and will provide guidance to
lessces.

(3) Puyment of interest.

Industry commenters slated that the
MMS-proposed procedure for handling
interest payments was not fair. These
commenters believed that, if the lessee
must pay any difference plus interes!.
MMS should also pay any difference
plus any interest statutorily authorized.

MMS Response: MMS has no legal
authority to pay interest.

{f) Actual or theoretical losses.

The MMS reccived over 15 industry
comments on § 208.105({). which was
proposed as § 206.105(e). All
commenters basically stated that MMS
should amend or delete this paragraph
1o allow actual or theoretical losses as a
transportation cost.

Nine industry responden!s stated that
line losses are actual transportation
costs which should be allowed by MMS,
The basic premise of these comments
was that all costs resulting from line
losses should be deductible because, if
MMS does not absorb its pro rata share
of such transportation costs, an inequity
resulls.

As a variation of this issue, eight
industry commenters declared that only
certain oil losses should be deductible
from royalty. Other industry
respondents commented that line losses
in arm’s-length contracts and FERC
tariffs should be allowed. One of these
commenters stated that, if a loss
provision is a part of an arm's-length
contract or a FERC tariff, MMS should
accept such a provision, just as it
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accepts the dollars-and-cents rates in
the contract or tariff. In other words. the
losses are part of the total cost of the
{ransportation arrungement and should
be deductible. Three industry
commenters stated that MMS should
allow those line losses not attributable
to negligence. One of these commentlers
stated that a credit should be allowed
for line losses not attributable to
negligence and such change would
conform to Section 30f of the FOGRMA,
which specifies that # lessee is liable for
royally payments on oil and gas lost or
wasted from a lease sile when such loss
or waste is because of negligence on the
part of the operator of the lease.

One industry commenter stated that
producer-owned pipelines should
include transportation losses as part of
operating expenses in the formulation of
an allowance.

MMS Response: All of the issues of
theorelical and actual line losses have
been considered at length by MMS. The
MMS will include, as part of a
transportation allowance under an
arm's-length contract, amounts required
to be paid in cash or in-kind for line
losses. However, because of the
difficully of demonstrating that losses
are valid and not the result of meter
error or other diflicult-to-measure
causes, MMS has decided not to treat
line losses as valid costs for purposes of
computing transporiation allowances in
non-arm's-length or no-contract
situations. However. if any tariff
approved by FERC or a Stale regulatory
agency is authorized to be used for a
non-arm’s-length transportation
allowance situation, any component of
that tariff {or actual or theoretical losses
will be allowed.

(g) Other transportation cost
delerminations.

Only a few comments were received
on § 206.105(g). which was proposed as
§ 208.105(f). This section allows use of
the transportation allowance rules
where transportation is & component of
a valuation procedure such as a net-
back.

The major concern raised about this
paragraph was the application of the
transportation allowance regulations to
a net-hack valuation. Two industry
commenters stated that the use of
restrictive cost-based transportation
allowances is inequitable when the net-
back valuation procedure is used and
recommended that the section be
reworded to recognize total “actual
costs” incurred to move or improve the
hydrocarbon for sale downstream.

MMS Response: The MMS has
reviewed and analyzed the comments
relating to the procedure for netting
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cos!s back to the lease to determine a
value for royalty purposes. The MMS
remaing convinced that the cost-based
allowance procedure for determining oil
transportation allowances is appropriste
for determining value under a netback
procedure, If there is an applicable
FERC tarifl, upon application by the
lessee, that could be used instead.

Section 207.5 Conlract and sales
agreement refention.

Two comments were received
regarding § 207.5 (formerly proposed as
§ 207.4), one from industry and one from
a Stale. The Stale commenter suggested
several modifications to clarify and
insure that sufficient documentation on
oil sales is maintained and made
available to FOGRMA-authorized Stet:

audilors and other authorized personuel.

The industry commenter suggested
that the regulations should limit the
audit period, and thus the time for
record retention, to six years, This
would avoid “an unnecessary
administrative burden” upon industry to
maintain records for an indefinite
period.

MMS Response: The MMS has
modified the final rule to require lessees
to maintain and make available all
documents relevant to the valuation of
production.

This subpart is not the appropriate
place o address record retention
requirements. The record retention
provisions are found at § 212.51 (a) and
(b).

Section 3162.7—4 Royalty rates on oil:
sliding and step-scale leases (public
land only).

This seclion was proposed as
$ 202.101. The Bureau of Land
Management (BLM) advised that “the
redesignation into 43 CFR must be
accomplished prior to finalization of the
proposed MMS regulations under 30
CFR Part 202 because the well count
regulations (43 CFR Part 3100) must be
referenced in the new 30 CFR Part 202.”
The BLM recommended extensive
changes in this part “regardless of
whether these regulations remain under
30 CFR or are reassigned to 43 CFR.”

MMS Response: No changes to the
proposed section will be made in the
final rule. However, because this
regulation is the responsibility of the
BLM, it is being redesignated as 43 CFR
3162.7-4. After redesignation, BLM may
elect to make certain revisions. MMS
has corrected typographical errors
which appeared in the proposed rule.
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V. Procedural Matters
Executive Order 12291

The Department of Interior (DOI) has
determined that this document is not a
major tule and does not require a
regulatory analysis under Executive
Order 12291. This rulemaking
consolidutes Federal and Indian oil
royalty valuation regulations; clarifies
DOI oil royalty valuation and oil
transportation allowance policy; and
provides for consistent royalty valuation
policy among all leasable minerals.

Regulatory Flexibility Act

Because this rule primarily
consolidates and streamlines existing
regulations for consistent application,
there are no significant additional
requirements or burdens placed upon
small business entities as a result of the
implementation of this rule. Therefore,
the DOI has determined that this
rulemaking will not have a significant
economic effect on a substantial number
of small entities and does not require a
regulatory flexibilily analysis under the
Regulatory Flexibility Act (5 U.S.C. 601,
et seq.).

Lessee reporting requirements will
increase approximately $4 million. All
oil posted price bulletins or sales
contracts will be required to be
submitted only upon request, or only in
support of a lessee's valuation proposal
in unique situations rather than
routinely, as under the existing
regulations.

Paperwork Reduction Act of 1980

The information collection and
recordkeeping requirements located at
§§ 208.105, 207.5, and 210.54 of this rule
have been approved by the Office of
Management and Budget (OMB) under
44 U.S.C. 3504(h), and assigned OMB
Clearance Number 1010-0061.

National Environmental Policy Act of
1969

It is hereby determined that this
rulemaking does not constitule a major
Federal action significantly affecting the
quality of the human environment and a
detailed statement pursuant to Section
102(2)(C) of the National Environmental
Policy Act of 1969 (42 U.S.C. 4332(2)(C))
is not required.

List of Subjects
30 CFR Part 202

Coal, Continental shelf, Geothermal
energy. Government contracts, Indian
lands, Mineral royalties, Natural gas,
Petroleum, Public lands-mineral
resources, Reporting and recordkeeping
requirements.
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30 CFR Part 203

Coal, Continental shelf, Geothermal
energy, Government contracts, Indian
lands, Mineral royalties, Natural gas.
Petroleum, Public lands-mineral
resources, Reporting and recordkeeping
requirements.

20 CFR Part 208

Coal, Continenta) shelf, Geothermal
energy, Government contracts, Indian
lands, Mineral royalties, Natural gas,
Petroleum, Public lands-mineral
resources, Reporting and recordkeeping
requirements.

30 CFR Part 207

Coal, Continental shelf, Geothermal
energy. Government contracts, Indian
lands. Mineral royalties. Natural gas,
Petroleum, Public lands-mineral
resources. Reporting and recordkeeping
requirements.

30 CFR Part 210

Coal, Continental shelf. Geothermal
energy, Government contracts, Indian
lands, Mineral royalties, Natural gas,
Petroleum. Public lands-mineral
resources, Reporting and recordkeeping
requirements,

30 CFR Part 241

Coal, Continental shelf, Geothermal
energy, Government contracts, Indian
lands, Mineral royalties, Natural gas,
Penalties, Petroleum, Public lands-
mineral resources, Reporting and
recordkeeping requirements.

43 CFR Part 3100

Government contracts, Land
Management Bureau, Mineral royalties,
Oil and gas exploration, Public lands-
mineral resources, Reporting and
recordkeeping requirements, Surety
bonds.

43 CFR Part 3160

Government contracts, Indian-lands,
Land Management Bureau, Mineral
royalties, Oil and gas exploration,
Penalties, Public lJands-mineral
resources, Reporting and recordkeeping
requirements.

Date: January 6, 1988,
J. Steven Griles,
Assistant Secretary—Land and Minerals
Management. i

For the reasons set out in the
preamble, 30 CFR Parts 202, 203, 206,
207, 210, 241, and 43 CFR Parts 3100 and
3160 are amended as follows:
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TITLE 30—MINERAL RESOURCES
PART 202—ROYALTIES

1. The authority citation for Part 202 is
revised to read as follows:

Authority: 25 U.S.C. 398 et seq.: 25 U.S.C.
396a et seq.; 25 U.S.C. 2101 ef seq.; 30 U.S.C,
181 et seq.: 30 U.S.C. 351 et seq.; 30 U.S.C.
1001 el seq.; 30 U.S.C. 1701 et seq.: 43 U.S.C.
1301 ! seq.; 43 U.S.C. 1331 ¢! seq.; and 43
U.S.C. 1801 ¢! seq.

2. Part 202 is amended by revising the
Part title and the titles of Subparts B, C,
D. E. F, G, and H to read as follows:

PART 202—ROYALTIES

Subpart B—0il, Gas, and OCS Sulfur,
General

Subpart C—Federal and Indian Ol

Subpart D—Federal and Indian Gas—
(Reserved]

Subpart E=Solld Minerals, Gensral-—~
{Reserved)

Subpart F—Coal—{Reserved)

Subpart G—Other Solid Minerais—
(Reserved)

Subpart H—Geothermal Resources—
[Reserved)

3. A new Subpart | is added to read:

Subpart |—0CS Sulfur—[Reserved]

§§ 202.100, 202.101, 202.102, 202.103
[Removed]

§§ 202.150, 202.151 and 202.152
[Redesignated as §§ 202.100, 202.53 and
202.52 respectively)

4. Seclions 202.100, 202.101, 202.102
and 202.103 under old Subpart C are
removed. Seclions 202,150, 202.151 and
202.152 under old Subpart D are
redesignated as new §§ 202.100 under
new Subpart C, 202.53 and 202.52 under
new Subpart B, respectively.

5. Subpart B is revised to read as
follows:

Subpart B—Oit, Gas, and OCS Sultur,
General

Sec.

202.51 Scope and definitions.
202.52 Royalties.

202,53 Minimum royalty.

Subpart B—OIl, Gas, and OCS Sulfur,
General

§ 202.51 Scope and definitions.

{a) This subpart is applicable to
Federal and Indian (Tribal and allotted)
oil and gas leases (except leases on the
Osage Indian Reservation, Osage
lCounty, Oklahoma) and OCS sulfur
eases.
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(b) The definitions in Subparts C, D,
and 1 of Part 206 of this Title are
applicable to Subparts B, C, D, and 1 of
this part.

§202.52 Royaities.

{(a) Royalties on oil, gas, and OCS
sulfur shall be at the royalty rate
specified in the lease, unless the
Secretary, pursuant to the provisions of
the applicable mineral leasing laws,
reduces, or in the case of OCS leases,
reduces or eliminates, the royalty rate or
net profit share set forth in the lease.

{b) For purposes of this subpart, the
use of the term “royalty(ies)" includes
the term “net profit share(s)".

§202.53 Minimum royalty.

For leases that provide for minimum
royalty payments, the lessee shall pay
the minimum royalty as specified in the
lease.

6. Subpart C is revised to read as
follows:

Subpart C~Federal and Indian Ol

Sec.

202,100 Royalty on oil.

202.101 Standards for reporting and paying
royalties.

Subpart C—Federal and Indian Oil

§202.100 Royalty on ofl.

{a)} Royalties due on oil production
from leases subject to the requirements
of this part, including condensate
separated from gas without processing,
shall be at the royalty rate established
by the terms of the lease. Royalty shall
be paid in value unless MMS requires
payment in-kind. When paid in value,
the royalty due shall be the value, for
royalty purposes, determined pursuant
to Part 2086 of this title multiplied by the
royally rate in the lease.

(b)(1) All oil (except oil unavoidably
lost or used on, or for the benefit of, the
lease, including that oil used off-lease
for the benefit of the lease when such
off-lease use is permitted by the MMS or
BLM, as appropriate) produced from a
Federal or Indian lease to which this
part applies is subject to royalty.

(2) When oil is used on, or for the
benefit of, the lease at a production
facility handling production from more
than one lease with the approval of the
MMS or BLM, as appropriate, or at a
production facility handling unitized or
communitized production, only that
proportionate share of each lease’s
production (actual or allocated)
necessary to operate the production
facility may be used royalty-free.

{3) Where the terms of any lease are
inconsistent with this section, the lease
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terms shall govern to the extent of that
inconsistency.

(c) 1{ BLM determines that oil was
avoidably lost or wasted from an
onshore lease, or that oil was drained
from an onshore lease for which
compensalory royalty is due, or if MMS
determines that oil was avoidably lost
or wasled from an offshore lease. then
the value of that oil shall be determined
in accordance with 30 CFR Part 206.

(d) If a lessee receives insurance
compensation for unavoidably last ail.
royalties are due on the amount of that
compensation. This paragraph shall not
apply to compensation through self-
insurance.

(e){1) In those instances where the
lessee of any lease commitled to a
federally approved unitization or
communitization agreement does not
actually lake the proportionate share of
the agreement production attributable to
its lease under the terms of the
agreement!, the full share of production
attributable to the lease under the terms
of the agreement nonetheless is subject.
to the royalty payment and reporting
requirements of this title. Excepl as
provided in paragraph (e)(2) of this
section. the value, for royalty purposes,
of production attributable to unitized or
communitized leases will be determined
in accordance with 30 CFR Part 206. In
applying the requirements of 30 CFR
Part 206. the circumstances involved in
the actual disposition of the portion of
the production to which the lessee was
entitled but did not take shall be
considered as conlrolling in arriving at
the value, for royalty purposes. of that
portion as though the person actually
selling or disposing of the production
were the lessee of the Federal or Indian
leasa.

(2) If a Federal or Indian lessee takes
less than its proportionale share of
agreement production, upon request of
the lessee MMS may authorize a royalty
valuation method different from that
required by paragraph (e)(1) of this
section, but consistent with the purposes
of these regulations, for any volumes not
taken by the lessee but for which
royalties are due.

(3) For purposes of this subchapter, all
persons actually taking volumes in
excess of their proportionate share of
production in any month under a
unitization or communitization
agreement shall be deemed to have
taken ratably from all persons actually
taking less than their proportionate
share of the agreement production for
that month.
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(4) If a lessee takes less than its
proportionate share of agreement
pre auction for any month bult royalties
are paid on the full volume of its
proportionate share in accordance with
the provisions of this section, no
additional royalty will be owed for that
lease for prior periods when the lessce
subsequently takes more than its
proportionate share to bulance its
account or when the lessee is paida
sum of money by the other agreement
participants to balance its account.

.(f) For production from Federal and
Indian leases which are committed to
federally-approved unitization or
cummunitization agreements, upon
reques! of a lessee MMS may establish
the value of production pursuant to a
method other than the method required
by the regulations in this title if: (1) The
proposed method for establishing value
is consistent with the requirements of
the applicable statutes, lcase terms, and
agreement lerms; (2) persons with an
interest in the agreement. including, 1o
the extent praclical, royally interests,
are given nolice and an opportunity to
comment on the proposed valuation
method before it is authorized: und (3) to
the extent practical, persons with an
interest in a Federal or Indian lease
committed to the agreement, including
royalty interests, must agree to use the
proposed method for valuing production
from the agreement for royalty purposes.

§ 202.101 Standards for reporting and
paying royailties.

Oil volumes are to be reported in
barrels of clean oil of 42 standard U.S.
gallons (231 cubic Inches each) at 80°F.
When reporting oil volumes for royalty
purposes, corrections must have been
made for Basic Sediment and Water
(BS&W) and other impurities. Reported
American Petroleum Institute (API) oil
gravities are to be those determined in
accordance with standard industry
procedures after correction to 60°F.

PART 203—RELIEF OR REDUCTION IN
ROYALTY RATE

1. The authority citation for Part 203 is
revised to read as follows:

Authority: 25 U.S.C. 396 e! seq.: 25 U.S.C.
396a ef seq.: 25 U.S.C. 2101 et seq.: 30 US.C.
181 et seq.: 30 U.8.C. 351 et seq.: 30 U.S.C.
1001 et seq.: 30 U.S.C. 1701 ef seq.: 43 U.S.C.
1301 ef seq.; 43 U.S.C. 1331 et seq.: and 43
U.S.C. 1801 et seq.

2. Part 203 is amended by revising the

titles of Subparts B, C.D.E,F.G. and H
to read as follows:
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Subpart B—0Iii, Gas and OCS Sulfur,
Genera!

Subpart C—Federal and Indian Oil—
{Reserved)

Subpart D—Federa! and indlan Gas—
[Reserved)

Subpart E-—Solid Minerals, General—
[Reserved]

Subpart F—Coal

Subpart G—-Other Solld Minerals—
[Reservad]

Subpart H—Geothermal Resources—
[Roserved]

3. A new Subparl | is added to read:

Subpart 1—0CS Sulfur—{Reserved]
§203.100 {Removed)

§203.150 [Redesignated as § 203.50)
§203.200 [Redesignated ss § 203.250]

4. Section § 203.100 under old Subpart
C is removed. Section 203.150 under old
Subpart D is redesignated as § 203.50
under new Subpart B. Section 203.200
under old Subpart E is redesignated as
§ 203.250 under new Subpan F,

PART 206—PRODUCT VALUATION

1. The authority citation for Part 208
continues to read as follows:

Authority: 25 U.S.C. 396 ef seq.: 25 U.S.C.
396a ef seq.: 25 U.S.C. 2101 et seq.: 30 US.C.
181 e! seq.: 30 U.S.C. 351 ef seq.: 30 U.S.C.
1001 et seq.: 30 U.S.C. 1701 ef seq.: 43 U.S.C.
1301 et seq.: 43 U.S.C. 1331 ef seq.; and 43
U.S.C. 1801 et seq.

2. Part 206 is amended by revising the
titles of Subparts B, C, D, E. F, G, and H
to read as follows:

Subpart B—0Il, Gas, and OCS Sultur,
General-—[Reserved]

Subpart C—Federal and Indian Ol

Subpart D—Federal and Indian Gas—
{Reserved|

Subpart E—Solid Minerats, General—
[Reserved]

Subpart F—Cog!—{Reserved]

Subpart G—Other Solld Minerals—
{Reserved]

Subpart H—Geothermal Resources
3. A new Subpart | is added to read:

Subpart 1—0CS Sulfur—{Reserved]
§§ 206.300 and 206.301 [Redesignated as
§§ 206.350 and 206.351]

4. Sections 208.300 and 206.301 under
old Subpart G are redesignated as new
$§ 206.350 and 206.351 under new
Subpart H, respectively.

§3182.7-4 [Redesignated as 3187.7-5]
§ 206.103 [Removed]

§206.104 [Redesignated as 3162.7-4)

5. 43 CFR 3162.7-4 is redesignated as
43 CFR 3167.7--5. 30 CFR 206.103 is
removed and 30 CFR 206.104 is
redesignated as new 43 CFR 3162.7-4.

6. Subpart C is amended by adding
new §§ 206.103 and 206.104 and by
revising §§ 208.100, 208.101, 208.102, and
208.105 to read as follows:

§ 206.100 Purpose and scope.

{a) This subpart is applicable to all oil
production from Federal and Indian
(Tribal and allotted) oil and gas leases
(except le:ses on the Osage Indian
Reservation, Osage County, Oklahoma).
The purpose of this subpart is to
establish the value of production, for
royalty purposes. consistent with the
mineral leasing laws, other applicable
laws, and lease terms.

Ib) If the specific provisions of any
statute, treaty, or settlement agreement
between the United States (or Indian
lessor) and a lessee resulling from
administrative or judicial litigation, or
oil and gas lease subject to the
requirements of this subpart are
inconsistent with any regulation in this
subpart, then the statute, treaty, lease
provision or settlement agreement shall
govern to the exten! of that
inconsistency.

{c) All royalty payments made to
MMS or o any Tribe or allottee are
subject to audit and adjustment.

(d) The regulations in this subpart are
intended 1o ensure that the trust
responsibilities of the United States with
respect to the administration of Indian
oil and gas leases are discharged in
accordance with the requirements of the
governing mineral leasing laws, treaties.
and lease terms.

§206.101 Definitions.

For the purposes of this subpart:
“Allowance” means an approved or
an MMS-initially accepted deduction in
determining value for royalty purposes.
“Transportation allowance” means an

allowance for the reasonable, actual
costs incurred by the lessee for moving
oil to a point of sale or point of delivery
off the lease, unit area, or communitized
area, excluding gathering, or an
approved or MMS-initially accepted
deduction for costs of such
transportation, determined pursuant to
this subpart.

“Area” means a geographic region at
lenst as large as the defined limits of an
oil and/or gas field in which oil and/or
gas lease products have similar quality,
economic, and legal characteristics.
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“Arm’'s-length contract” means a
contract or agreement that has been
arrived at in the market place between
independent, nonaffiliated persons with
opposing economic interests regarding
that contracl. For purposes of this
subpart, two persons are affiliated if one
person controls, is controlled by, or is
under common control with another
person. For purposes of this subpart.
based on the instruments of ownership
of the voling securities of an entity, or
based on other forms of ownership:

{n) Ownership in excess of 50 percent
conslitutes control;

{b) Ownership of 10 through 50
percent creates a presumption of
conlrol; and

(¢) Ownership of less than 10 percent
creates a presumption of noncontrol
which MMS may rebut if it
demonstrates actual or legal control,
including the existence of interlocking
directorates.

Notwithstanding any other provisions
of this subpart, contructs between
relatives, either by blood or by marriage,
are not arm's-length contracts. The MMS
may require the lessee to cerlify
ownership control. To be considered
arm's-length for any production month, a
contract must meet the requirements of
this definition for that production month,
as well as when the contract was
execuled.

"Audit” means a review, conducted in
accordance with generally accepted
accounting and auditing standards, of
royally payment compliance nctivities of
lessees or other interest holders who
pay royalties, rents, or bonuses on
Federal and Indian leases.

“BIA” means the Bureuu of Indian
Affairs of the Department of the Interlor,

“BLM" means the Bureau of Lnnd
Management of the Department of the
Interior.

“Condensate” means liquid
hydrocarbons (normally exceeding 40
degrees of AFl gravity) recovered at the
surface without resorting to processing.
Condensate is the mixture of liquid
hydrocarbons that results from
condensaltion of petroleum
hydrocarbons existing initially in a
gaseous phase in an underground
reservoir.

“Contract” means any oral or written
agreement, including amendments or
revisions thereto, belween lwo or more
persons and enforceable by law that
with due consideration crentes an
abligation.

“Field" means a geographic region
situated over one or more subsurface oil
and gas reservoirs encompassing at
least the outermost boundaries of all oil
and gas accumulations known to be
within those reservoirs vertically
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projected to the land surface. Onshore
fields are usually given names and their
official boundaries are often designated
by oil and gas regulatory agencies in the
respeclive States in which the fields are
located. Outer Continental Shelf (OCS}
fields are named and their boundaries
are designated by MMS.

“Gathering” means the movement of
lease production to a central
accumulation or treatment point on the
lease, unit, or communitized area, orlo a
central accumulation or treatment point
off the lease, unlt, or communitized area
as approved by BLM or MMS OCS
operations personnel for onshore and
olfshore leases, respectively.

“Cross proceeds” (for royalty
pnyment purposes) means the total

monles and other conslderation aceruing

to un oil and gas lessee for the
disposition of the oil. Gross proceeds
includes, but is not limited to, payments
to the lessee for certain services such as
dehydralion, measurement, and/or
gathering to the extent that the lessee is
obligated to perform them at no cost to
the Federal Government or Indian
lessor. Gross proceeds. as applied lo oil,
also includes, but is not limited to
reimbursements, including. but not
limited to, reimbursements for harboring
or terminalling fees. Tax
reimbursements are part of the gross
proceeds accruing to a lessee even
though the Federal or Indian royalty
interest may be exempt from taxation.
Puyment or credits for advanced
exploration or development costs or
prepaid reserve payments that are
subject to recoupment through credits
against the purchase price, or through
reduced prices in laler sales and which
ure made before production commences,
become part of gross proceeds as of the
time of first production. Monles and
other consideration, including the forms
of consideration identified in this
paragraph, to which a lessee is
contractually or legally entitled but
which it does not seek 1o collect through
reasonable efforts are also part of gross
proceeds.

“Indian allottee” means any Indian for
whom land or an interest in land is held
in trust by the United States or who
holds title subject to Federal restriction
against alienation.

“Indian Tribe" means any Indian
Tribe, band. nation, pueble. community,
rancheria, colony, or other group of
Indians for which any land or interest in
land is held in trust by the United States
or which is subject to Federal restriction
against alienation.

“Lease” means any contract, profit-
share arrangement, joint venture, or
other agreement issued or approved by
the United States under a mineral
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leasing law thatl authorizes exploration
for, development or extraction of, or
removal of lease products—or the land
area covered by that authorization,
whichever is required by the context.

“Lease products” means any leased
minerals attributable to, originating
from, or allocated to Outer Continental
Shelf or onshore Federal or Indian
leases.

“Lessee” means any person to whom
the United States, an Indian Tribe, or an
Indian allottee issues a lease, and any
person who has been assigned an
obligation to make royalty or other
payments required by the lease. This
includes any person who has an interest
in a lease as well as un operator or
payor who has no interest in the lease
but who has ussumed the royally
payment responsibility.

“Like-quality lease products” means
lease products which have similar
chemical, physical, and legal
characteristics.

“Load oil" means any oil which has
been used with respect to the operation
of oil or gas wells for wellbore
stimulation, workover, chemical
treatment, or production purposes. [t
does not include oil used at the surface
to place lease production in marketable
condition.

“Marketable condition” means lease
products which are sufliciently free from
impurities and otherwise in a condition
that they will be accepted by a
purchaser under a sales contract typical
for the field or area.

“Marketing affiliate” means an
affiliate of the lessee whose function is
to acquire only the lessee’s production
and to market that production.

“Minimum royalty" means that
minimum amount of annual royalty that
the lessee must pay as specified in the
lease or in applicable leasing
regulations.

“Net-back method” {or workback
method) means a method for calculating
market value of oil at the lease. Under
this method, costs of transportation,
processing, or manufacturing are
deducted from the proceeds received for
the oil and any extracted, processed, or
manufactured products, or from the
value of the oil or any extracted.
processed, or manufactured producls at
the first point at which reasonable
values for any such products may be
determined by a sale pursuant to an
arm’s-length contract or comparison to
other sales of such products, to
ascertain value at the lease.

“Net profit share” (for applicable
Federal and Indian lessees) means the
specified share of the net profit from
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production of oil and gas as provided in
the agreement.

“Oil" means a mixture of
hydrocarbons that existed in the liquid
phase in natural underground reservoirs
and remains liquid at atmospheric
pressure after passing through surface
separating facilities and is marketed or
used as such. Condensate recovered in
lease separators or field [acilities is
considered to be cil. For purposes of
royally valuation, the term tar sands is
deflined separately from oil.

“Oil shale™ means » kerogen-bearing
rock (i.e., fossilized. insoluble. organic
material). Separation of kerogen from oil
shale may take place in situ or in
surface retorts by various processes.
The kerogen. upon distillation. will yield
liquid and gaseous hydrocarbons.

*QOuter Continental Shelf (OCS"}
means all submerged lands lying
seaward and outside of the arca of
lands beneath navigable waters as
defined in Section 2 of the Submerged
Lands Act (43 U.S.C. 1301) and of which
the subsoil and seabed appertain to the
United States and are subject lo its
jurisdiction and control.

“Person” means any individual, firm,
corporation, association, partnership.,
consortium, or joint venture {when
established as a separate entity).

“Posted price” means the price
specified in publicly available posted
price bulletins. offshore or onshore
terminal postings. or other price notices
net of all adjustments for quality {e.g..
API gravity, sulfur content. etc.) and
location for oil in marketable condition.

"Processing” means any process
designed to remove elements or
compounds (hydrocarbon and
nonhydrocarbon) from gas, including
absorption, adsorption, or refrigeration.
Field processes which normally take
place on or near the lease. such as
natural pressure reduction. mechanical
separation, heating. cooling,
dehydration. and compression are not
considered processing. The changing of
pressures and/or temperatures in a
reservoir is not considered processing.

“Section 6 lease™ means an OCS lease
subject to section 6 of the Outer
Continental Shelf Lands Act. as
amended, 43 U.S.C. 1335.

“Selling arrangement” means the
individual contractual arrangements
under which sales or dispositions of oil
are made. Selling arrangements are
described by illustration in the MMS
Royalty Management Program {Oil and
Gas or Solid Minerals) Payor Handbook.

“Spot sales agreement” means a
contract wherein a seller agrzes to sell
to a buyer a specified amount of oil at a
specified price over a fixed period.
usually of short duration, which does
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not normally require a cancellation
notice 1o terminate, and which does not
contain an obligation, nor imply an
intent, to continue in subsequent
periods.

"Tar sands” means any consolidated
or unconsolidated rock {other than coal.
oil shale. or gilsonite) that either
contains a hydrocarbonaceous material
with a gas-free viscosily greater than
10,000 centipoise al original reservoir
temperature, or contains a
hydrocarbonaceous material and is
produced by mining or quarrying.

§ 206.102 Valuation standards.

{a)(1) The value of production, for
royally purposes, of oil from leases
subject to this subpart shall be the value
determined pursuant 1o this section less
applicable allowances determined
pursuant to this subpart.

(2){i} For any Indian leases which
provide that the Secretary may consider
the highest price paid or offered for a
major portion of production (major
portion) in determining value for royalty
purposes, if data are available lo
compute a major portion, MMS will,
where practicable. compare the value
determined in accordance with this
seclion with the major portion. The
value to be used in determining the
value of production, for royalty
purposes, shall be the higher of those
two values.

(ii) For purposes of this paragraph.
major portion means the highest price
paid or offered at the time of production
for the major portion of oil production
from the same field. The major portion
will be calculated using like-quality oil
sold under arm’s-length contracts from
the same field (or. if necessary !o obtain
a reasonable sample, from the same
area) for each month. All such oil
production will be arrayed from highest
price to lowest price (at the bottom). The
major portion is that price at which 50
percent (by volume) plus 1 barrel of the
oil {starting from the bottom) is sold.

{b){1)(i) The value of oil which is sold
pursuant to an arm's-length contract
shall be the gross proceeds accruing to
the lessee, except as provided in
paragraphs (b)(1){ii) and (b}{1){iii) of this
section. The lessee shall have the
burden of demonstrating that its
contract is arm's-length. The value
which the lessee reports, for royalty
purposes, is subject to monitoring,
review, and audit. For purposes of this
section, oil which is sold or otherwise
transferred to the lessee's marketing
affiliate and then sold by the marketing
affiliate pursuant to an arm’s-length
contract shall be valued in accordance
with this paragraph based upon the sale
by the marketing affiliate.
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(ii) In conducting reviews and audits.
MMS will examine whether the contract
reflects the lotal consideration actually
transferred either directly or indirectly
from the buyer to the seller for the oil. If
the conlract does nol reflect the tolal
consideration, then the MMS may
require that the oil sold pursuant to that
contract be valued in accordance with
paragraph (c} of this section. Value may
not be less than the gross proceeds
accruing to the lessee. including the
additional consideration.

(iii) 1f the MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract do
not reflect the reasonable value of the
production because of misconduct by or
between two conlracting parties. or
because the lessee otherwise has
breached its duty to the lessor to market
the production for the mutual benefit of
the lessee and the lessor, then MMS
shall require that the oil production be
valued pursuant to the first applicable of
paragraph (c)(2). (c}(3). (c)(4). or (c)(5) of
this section. When MMS delermines that
the value may be unreasonable, MMS
will notify the lessee and give the lessce
an opportunity to provide written
information justifying the lessee’s value.
If the oil production is then valued
pursuant to paragraph (c)(4) or (c)(5) of
this section. the notification
requirements of paragraph (e) of this
section shall apply.

{2) The MMS may require a lessee to
certify that its arm’s-length contract
provisions include all of the
consideration to be paid by the buyer,
either directly or indirectly, for the oil.

(c) The value of oil production from
leases subject to this section which is
not sold pursuant to an arm's-length
contract shall be the reasonable value
determined in accordance with the first
applicable of the following paragraphs:

(1) The lessee’'s contemporaneous
posted prices or oil sales contract prices
used in arm’s-length transactions for
purchases or sales of significant
quantities of like-quality oil in the same
field (or, if necessary to obtain a
reasonable sample. from the same area);
pravided. however, that those posted
prices or oil sales contract prices are
comparable to other contemporaneous
posted prices or oil sales contract prices
used in arm’s-length transactions for
purchases or sales of significant
quantities of like-quality oil in the same
field (or, if necessary to obtain a
reasonable sample, from the same area).
In evaluating the comparability of
posted prices or oil sales contract prices,
the following factors shall be
considered: Price, duration, market or
markets served, terms, quality of oil,
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volume, and other faclors as may be
appropriate to reflect the value of the
oil. I the lessee makes arm's-length
purchases or sales at different postings
or prices, then the volume-weighted
average price for the purchases or sales
for the production month reported on
Form MMS-2014 will be used:

(2} The arithmetic average of
contemporaneous posted prices used in
arm’s-length transactions by persons
other than the lessce for purchases or
sales of significant quantities of like-
quality oil in the same field (or. if
necessary to obtain a reasonable
sample, from the same area):

{3) The arithmetic average of other
contemporaneous arm's-length contract
prices for purchases or sales of
significant quantities of like-quality oil
in the same area or nearby areas;

(4) Prices received for arm's-length
spot sales of significant quantities of
like-quality oil from the same field (or. il
necessary to obtain a reasonable
sample. from the same area). and other
relevant matters, including information
submitted by the lessee concerning
circumstances unique to a particular
lense operation or the saleability of
certain types of oil:

{(5) A net-back method or any other
reasonable method to delermine value:

(6) For purposes of this paragraph. the
term lessee includes the lessee’s
designated purchasing agent, and the
term contemporaneous means postings
or contract prices in effect at the time
the royalty obligation is incurred.

{d) Any Federal or Indian lessee will
make available, upon request to the
authorized MMS, State, or Indian
representatives. to the Office of the
Inspector General of the Department of
the Interior, or other persons authorized
to receive such information, arm’s-length
sales and volume data for like-quality
production sold. purchased, or atherwise
obtained by the lessee from the field or
area or from nearby fields or areas.

(e)(1) Where the value is determined
pursuant to paragraph (c) of this section,
the lessee shall retain all data relevant
1o the determination of royalty value.
Such dala shall be subject to review and
audit, and MMS will direc! a lessee 10
use a different value if it determines that
the reported value is inconsistent with
the requirements of these regulations.

(2} A lessee shall notily MMS if it has
determined value pursuant to paragraph
{c){4) or (c)(5) of this section. The
notification shall be by letter to the
MMS Associate Director for Royalty
Management or his/her designee. The
letter shall identify the valuation
method to be used and contain a brief
description of the procedure to be
followed. The notification required by
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this paragraph is a one-time notification
due no later than the end of the month
following the month the lessee first
reports royalties on a Form MMS-2014
using a valuation method authorized by
paragraph (c)(4) or [c){5) of this section
and each time there is a change from
one to the other of these two methods.

{1} 1t MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the
royalty payments that are due based
upon the value established by MMS.
The lessee shall also pay interest on the
difference computed pursuant to 30 CFR
218.54. If the lessee is entitled to a
credit, MMS will provide instructions for
the taking of that credit.

(g) The lessee may request a value
determination from MMS. In that event,
the lessee shall propose to MMS a value
determination method and may use that
value for royalty payment purposes until
MMS issues a value determination. The
lessee shall submit all available data
relevant to its proposal. MMS shall
expeditiously determine the value based
upon the lessee's proposal and any
additional information MMS deems
necessary. In making a value
determination, MMS may use any of the
valuation criteria authorized by this
subpart. That determination shall
remain effective for the period stated
therein. After MMS issues its
determination. the lessee shall make the
adjustments in accordance with
paragraph (f) of this section.

(h) Notwithstanding any other
provision of this section, under no
circumstances shall the value of
production, for royalty purposes, be less
than the gross proceeds accruing to the
lessee for lease production, less
applicable allowances determined
pursuant to this subpart.

(i) The lessee is required to place oil
in marketable condition at no cost to the
Federal Government or Indian lessor
unless otherwise provided in the lease
agreement or this section. Where the
value established pursuant to this
section is determined by a lessee's gross
proceeds. that value shall be increased
to the extent that the gross proceeds
have been reduced because the
purchaser, or any other person. is
providing certain services the cost of
which ordinarily is the responsibility of
the lessee to place the oil in marketable
condition.

{j} Value shall be based on the highest
price a prudent lessee can receive
through legally enforceable claims under
its contract. Absent contract revision or
amendment, if the lessee fails to take
proper or timely action to receive prices
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or benefits to which it is entitled. it must
pay royalty at a value based upon that
obtainable price or benefit. Contract
revisions or amendments shall be in
writing and signed by all parties to an
arm's-length contract. If the lessee
makes timely application for a price
increase or benefit allowed under its
contract but the purchaser refuses, and
the lessee takes reasonable measures,
which are documented. to force
purchaser compliance, the lessee will
owe no additional royalties unless or
until monies or consideration resulting
from the price increase or additional
benefiis are received. This paragraph
shall not be construed to permit a lessez
10 avoid its royalty payment obligation
in situations where a purchaser fails to
pay. in whole or in part or timely. for 2
quantlity of oil.

(k) Notwithstanding any provision in
these regulations to the contrary. no
review. reconciliation, monitoring, or
other like process that resulls in a
redetermination by the MMS of value
under this section shall be considered
final or binding as against the Federal
Government, its beneficiaries. the Indian
Tribes, or ailottees until the audit period
is formally closed.

(1) Certain information submitted to
MMS to support valuation proposals.
including transportation allowances or
extraordinary cost allowances, is
exempted from disclosure by the
Freedom of Information Act, 5 U.S.C.
552, or other Federal law. Any data
specified by law to be privileged.
confidential, or otherwise exempt. will
be maintained in a confidential manner
in accordance with applicable laws and
regulations. All requests for information
about determinations made under this
part are to be submitted in accordance
with the Freedom of Information Act
regulation of the Department of the
Interior, 43 CFR Part 2. Nothing in this
section is intended to limit or diminish
in any manner whatsoever the right of
an Indian lessor to obtain any and all
information to which such lessor may be
lawfully entitled from MMS or such
lessor's lessee directly under the terms
of the lease, 30 U.S.C. 1733, or other
applicable Jaw.

§ 206.103 Point of royaity settiement.

{a)(1) Royalties shall be computed on
the quantity and quality of oil as
measured at the point of settlement
approved by BLM or MMS for onshore
and offshore leases, respectively.

(2) If the value of oil determined
pursuant to § 206.102 of this subpart is
based upon a quantity and/or quality
different from the quantity andfer
quality at the point of royalty settlement
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approved by the BLM for onshore leases
or the MMS for offshore feases, the
value shall be adjusted for those
differences in quantity and/or quality.

(L) No deductions may be made from’
the royalty volume or royalty value for
actual or theorelical losses. Any actual
loss that may be sustained prior to the
royalty settlement meteting or
measurement point will not be subject to
royally provided that such actual loss is
determined to have been unavoidable
by BLM or MMS., as appropriale.

{c) Except as provided in paragraph
(b) of this section, royalties are due on
100 percent of the volume measured at

the approved point of royality settlement.

There can be no reduction in that
measured volume for actual losses
beyond the approved point of royalty
settlement or for theoretical losses that
are claimed to have taken place either
prior to or beyond the approved point of
royally settlement. Royalties are due on
100 percent of the value of the oil as
provided in this part. There can be no
deduction from the value of the oil for
royally purposes to compensate for
actual losses beyond the approved point
of royalty settlement or for theorelical
losses that are claimed o have taken
place either prior to or beyond the
approved point of royalty settlement.

§ 206.104 Transportation allowances—
general.

{a) Where the value of oil has been
determined pursuant to § 206.102 of this
subpart al a point (e.g.. sales point or
point of value determination) off the
lease, MMS shall allow a deduction for
the reasonable. actual costs incurred by
the lessee to:

{1) Transport oil from an onshore
lease 1o the point off the lease: provided,
however, that for onshore leases. no
transportation allowance will be
granted for transporting oil taken as
Royalty-In-Kind {RIK}: or

(2) Transport oil from an offshore
lease to the point off the lease: provided.
however, that for oil taken as RIK. a
transportation allowance shall be
provided for the reasonable, actual costs
incurred to transport that oil to the
delivery point specified in the contract
between the RIK oil purchaser and the
Federal Government or Indian lessor.

(b)(1) Except as provided in paragraph
(a)(2) of this section, the transportation
allowance deduction on the basis of a
selling arrangement shall not exceed 50
percent of the value of the oil al the
point of sale as determined pursuant to
§ 208.102 of this subpart. Transportation
costs cannot be transferred between
selling arrangements or to other
products.
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(2) Upon request of a lessee, MMS
may approve a transportation allowance
deduction in excess of the limitation
prescribed by paragraph (b)(1) of this
section. The lessee must demonstrate
that the transportation costs incurred in
excess of the limitation prescribed in
paragraph (b)(1) of this section were
reasonable, actual, and necessary. An
application for exception shall contain
all relevant and supporting
documentation necessary for the MM$
to make a determination. Under no
circumstances shall the value, for
royally purposes. under any selling
arrangement, be reduced to zero.

(c) Transportation costs must be
allocated among all products produced
and transported as provided in
§ 206.105. Transportation allowances for
oil shall be expressed as dollars per
barrel.

{d) If. after a review and/or audit,
MMS determines that a lessee has
improperly determined a transportation
allowance authorized by this subpart,
then the lessee shall pay any additional
royalties, plus interest determined in
accordance with 30 CFR 218.54. or shall
e entitled to a credit, withoul interest.

§ 206.105 Determination of transportation
allowances.

(a) Arm’s-lengt.) transportation
contracts. (1){i) For transportation costs
incurred by a lessee pursuant to an
arm's-length contract, the transpottation
allowance shall be the reasonable.
actual costs incurred by the lessee for
transporting oil under that contract.
except as provided in paragraphs
{a)(1)(ii) and (a)(1)(iii) of this section,
subject to monitoring, review, audit, and
adjustment!. The lessee shall have the
burden of demonstrating that its
contract is arm's-length. Such
allowances shall be subject to the
provisions of paragraph (f) of this
section. Before any deduction may be
taken, the lessee must submit a
completed page one of Form MMS-4110
(and Schedule 1). Oil Transportation
Allowance Report, in accordance with
paragraph (c)(1) of this section. A
transportation allowance may be
claimed retroactively for a period of not
more than 3 months prior to the first day
of the month that Form MMS—4110 is
filed with MMS, unless MMS approves a
longer period upon a showing of good
cause by the lessee.

(ii) In conducting reviews and audits.
MMS will examine whether the contract
reflects more than the consideration
actually transferred either directly or
indirectly from the lessee to the
transporter for the transportation. If the
contract reflects more than the total
consideration, then the MMS may
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require that the transportation
allowance be determined in accordance
with paragraph (b) of this section.

(iii) {f the MMS determines that the
consideration paid pursuant to an arm’s-
length transportation contract does not
retlect the reasonable value of the
transportation because of misconduct by
or between the contracting parties, or
because the lessee otherwise has
breached its duty to the lessor to market
the production for the mutual benefit of
the lessee and the lessor. then MMS
shall require that the transportation
allowance be determined in accordance
with paragraph (b) of this section.

(2)(i) If an arm’s-length transportation
contract includes more than one liquid
product, and the transportation costs
altributable to each product cannot be
determined from the contract. then the
total transportation costs shall be
allocated in a consistent and equitable
manner to each of the liquid products
transported in the same proportion as
the ratio of the volume of each product
{excluding waste producls which have
no value) to the volume of all liquid
products (excluding waste products
which have no value). Except as
provided in this paragraph. no
allowance may be taken for the costs of
transporting lease production which is
not royalty-bearing without MMS
approval.

(ii} Notwithstanding the requirements
of paragraph (i). the lessee may propose
to MMS a cost allocation method on the
basis of the values of the products
transported. The MMS shall approve the
method unless it determines that it is not
consistent with the purposes of the
regulations in this part.

(3) If an arm’s-length transportation
contract inciudes both gaseous and
liquid products, and the transportation
costs attributable to each product
cannot be determined from the contract,
the lessee shall propose an allocation
procedure to MMS. The lessee may use
the oil transportation allowance
determined in accordance with its
proposed allocation procedure until
MMS issues its determination on the
acceptability of the cost allocation. The
lessee shall submit all available data to
support ita proposal. The initial proposal
must be submitted by june 30, 1988 or
within 3 months after the last day of the
month for which the lessee requests a
transportation allowance. whichever is
later (unless MMS approves a longer
period). The MMS shall then determine
the oil transportation allowance based
upon the lessee’s proposal and any
additional information MMS deems
necessary.
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(4) Where the lessee's payments for
transportation under an arm's-length
contract are not on a dollar-per-unit
basis, the lessee shall convert whatever
consideration is paid to a dollar value
equivalent for the purposes of this
section.

{5) Where an arm’s-length sales
contract price, or # posted price,
includes a provision whereby the listed
price is reduced by a transportation
factor. MMS will not consider the
transportation {actor to be a
transportation allowance. The
transportation factor may be used in
determining the lessee’s gross proceeds
for the sale of the product. The
transportation factor may not exceed 50
percent of the base price of the product
without MMS approval.

(b} Non-arm's-length or no contract.
{1} I a lessee has a non-arm’'s-length
transportation contract or has no
contract, inrluding those situations
where the lessee performs
transportation services for itsell, the
transporlation allowance will be based
upon the lessee’s reasonable. actual
cosls as pravided in this paragraph. All
transportation allowances deducted
under a non-arms-length or no-contract
situation are subject lo monitoring,
review, audit. and adjustment. Before
any estimaled or actual deduction may
be taken. the lessee must submilt a
compleled Form MMS-4110 in its
entirety in accordance with paragraph
(c}{2) of this section. A transportation
allowance may be claimed retroactively
for a period of not more than 3 months
prior to the first day of the month that
Form MMS—4110 is filed with MMS,
unless MMS approves a longer period
upon a showing of good cause by the
lessee. The MMS will monitor the
nllowance deductions to determine
whether lessees are taking deductions
that are reasonable and allowable.
When necessary or appropriate. MMS
may direct a lessee to modily its
estimated or actual trunsportation
allowance deduction.

(2) The transportation allowance for
non-arms-length or no-contract
situations shall be based upon the
lessee’s actual costs for transportation
during the reporting period. including
operating and mainlenance expenses,
overhead. and either depreciation and a
return on undepreciated capital
investment! in accordance with
paragraph (b)(2)(iv)(A) of this section, or
a cost equal to the initial capital
investment in the transportation system
multiplied by a rate of return in
accordance with paragraph (b)(2){iv)(B)
of this section. Allowable capital costs
are generally those for depreciable fixed
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assels (including costs of delivery and
installation of capilal equipment) which
are an integral part of the transportation
system.

(i) Allowable operating expenses
include: Operations supervision and
engineering: operations labor;: fuel:
utilities; matarials; ad valorem property
taxes; rent; wupplies; and any other
directly allccable and attributable
operating e>pense which the lessee can
document.

(ii) Allowa rle maintenance expenses
include: Maintenance of the
transportation system: maintenance of
equipment: maintenance labor: and
other directly allocable and atiributable
maintenance expenses which the lessee
can document.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the transportation
system is an allowable expense. State
and Federal income taxes and
severance taxes and other fees.
including royallties, are not allowable
expenses.

(iv) A lessee may use either
depreciation or a return on depreciable
capital investment. After a lessee has
elected to use either method for a
transportation system, the lessee may
not later elect to change to the aother
alternative without approval of the
MMS.

{A) To compute depreciation. the
lessee may elect lo use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation
system services or on a unit-of-
production method. After an election is
made. the lessee may not change
methods without MMS approval. A
change in ownership of a transportation
system shall not alter the depreciation
schedule established by the original
transporter/lessee for purposes of the
allowance calculation. With or without
a change in ownership. a transportation
system shall be depreciated only once.
Equipment shall not be depreciated
below a reasonable salvage value.

{B) The MMS shall allow as a cost an
amount equal to the initial capital
investment in the transportation system
multiplied by the rate of return
determined pursuant to paragraph
(b}(2)(v) of this section. No allowance
shall be provided for depreciation. This
alternative shall apply only to
transportation facilities first placed in
service after March 1, 1988,

(v) The rate of return shall be the
industrial rate associated with Standard
and Poor’s BBB rating. The rate of return
shall be the monthly average rate as
published in Standard and Poor's Bond
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Guide for the first month of the reporting
period for which the allowance is
applicable and shall be effeclive during
the reporting period. The rate shall be
redetermined at the beginning of each
subsequent transportation allowance
reporling period (which is Jdetermined
pursuant to paragraph (c) of this
section}.

(3)(i) The deduction for transportation
costs shall be determined on the basis of
the lessee's cost of transporting each
praduct through each individual
transportation syslem. Where more than
one liquid product is transported.
allocation of costs to each of the liquid
products transported shall be in the
same proportion as the ratio of the
volume of each liquid product {excluding
waste products which have no value) to
the volume of all liquid products
(excluding waste products which have
no value) and such allocation shall be
made in a consistent and equitable
manner. Except as provided in this
paragraph. the lessee may not take an
allowance for transporting lease
production which is not royalty-bearing
without MMS approval.

{ii) Notwithstanding the requirements
of paragraph (i). the lessee may propose
to the MMS a cost allocation method on
the basis of the values of the products
transported. The MMS shall approve the
method unless it determines that it is nol
consistent with the purposes of the
regulations in this part.

(4) Where both gaseous and liquid
products are transported through the
same lransporlalion system, the lessee
shall propose a cost allocation
procedure to MMS. The lessee may use
the oil transportation allowance
determined in accordance with its
proposed allocation procedure until
MMS issues its determination on the
acceptability of the cost allocation. The
lessee shall submit all available data to
support its proposal. The initial proposal
must be submitted by June 30. 1988 or
within 3 months after the last day of the
month for which the lessee requests a
transportation allowance, whichever is
later (unless MMS approves a longer
period). The MMS shall then determine
the oil transportation allowance on the
basis of the lessee’s proposal and any
additional information MMS deems
necessary.

{5) A lessee may apply to the MMS for
an exception from the requirement that
it compute actual costs in accordance
with paragraphs (b)(1) through (b)(4} of
this section. The MMS will grant the
exceplion only if the lessee has a tariff
for the transportation system approved
by the Federal Energy Regulatory
Commission (FERC) (for both Federal
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and Indian leases) or a State regulatory
agency (for Federal leases). The MMS
shall deny the exception request if it
determines that the tariff is excessive as
compared to arm’s-length transportation
charges by pipelinee, owned by the
lessee or others, providing similar
transportation services in that area. If
there are no arm's-length transportation
charges, MMS shall deny the exception
request if: [i) No FERC or State
regulalory agency cost analysis exists
and the FERC or State regulatory
agency. as applicable, has declined to
investigate pursuant to MMS timely
objections upon filing: and (ii) the tariff
significantly exceeds the lessee’s nctual
costs for transportalion as determined
under this section.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) With the exception
of those transportation allowances
specified in paragraphs (c)(1){v) and
(e)(1)(vi) of this section. the lessce shall
submit page one of the initial Form
MMS-4110 (and Schedule 1), Oil
Transportation Allowance Reporl, prior
to, or at the same time as, the
transportation allowance determined.
pursuan? to an arm'’s-length contract, is
reported on Form MMS-2014, Report of
Sales and Royalty Remittance. A Form
MNMS-4110 received by the end of the
month that the Form MMS-2014 is due
shall be considered 10 be timely
received.

{ii) The initial Form MMS—4110 shall
be effective for a reporting period
beginning the month that the lessee is
first authorized to deduct a
transportation allowance and shall
continue until the end of the calendar
year, or until the applicable contract or
rate lerminates or is modified or
amended, whichever is earlier.

{iii) After the initial reporting period
and for succeeding reporting periods,
lessees must submit page one of Form
MM S-4110 {and Schedule 1) within 3
months after the end of the calendar
year. or after the applicable contract or
rate terminates or is modified or
amended, whichever is earlier, unless
MMS approves a longer period {during
which period the lessee shall continue to
use the allowance from the previous
reporting period).

(iv) The MMS may require that a
lessee submit arm's-length
transportalion contracts, production
agreements, operating agreements. and
related documents. Documents shall be
submitted within a reasonable time, as
determined by MMS.

(v) Transportation allowances which
are based on arm's-length contracts and
which are in effect at the time these
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regulations become effective will be
allowed to continue until such
allowances terminate. For the purposes
of this section, only those allowances
that have been approved by MMS in
writing shall qualify as Leing in effect at
the time these regulaticns become
cflective.

{vi) The MMS may establish. in
appropriate circumstances, reporting
requirements which are different from
the requirements of this section.

(2) Non-arm's-length or no contract. (i)
With the exception of those
transportation allowances specified in
paragraphs (c)(2)(v). (c)(2)(vii) and
(c){2){viii) of this section. the lessee
shall submit an initial Form MMS-4110
ptior tu. or at the same time as. the
transportation allowance determined
pursuant to a non-arm'’s-length contract
or no-contract situation is reported on
Form MMS-2014. A Form MMS-4110
received by the end of the month that
the Form MMS-2014 is due shall be
considered lo be timely received. The
initial report may be based upon
estimated costs.

(ii} The initial Form MMS-4110 shall
be effective for a reporting period
beginning the month that the lessee first
is authorized to deduc! a transportation
allowance and shall continue until the
end of the calendar year. or until
transportation under the non-arm’s-
length contract or the no-contract
situation terminates, whichever is
earlier.

(iii} For calendar-year reporting
periods succeeding the initial reporting
period. the lessee shall submit a
completed Form MMS—4110 containing
the actual costs for the previous
reporting period. If oil transportation is
continuing. the lessee shall include on
Form MMS-4110 its estimated costs for
the next calendar year. The estimated
oil transportation allowance shall be
based on the actual costs for the
previous reporting period plus or minus
any adjustments which are based on the
lessee's knowledge of decreases or
increases that will affect the allowance.
MMS must receive the Form MMS—4110
within 3 months after the end of the
previous reporting period, unless MMS
approves a longer period (during which
period the lessee shall continue to use
the allowance from the previous
reporting period).

(iv) For new transportation facilities
or arrangements, the lessee’s initial
Form MMS-4110 shall include estimates
of the allowable oil transportation costs
for the applicable period. Cost estimates
shall be based upon the most recently
available operations data for the
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transpartation system or, if such data
are not available, the lessee shall use
estimates based upon indusiry data for
similar transportation systems.

(v) Non-arm's-length contract or no-
contract transportation allowances
which are in effect at the time these
regulations become effective will be
allowed to continue until such
allowances terminate. For the purposes
of this section. only those allowances
that have been approved by MMS in
writing shall qualify as being in effect at
the time these regulations become
effective.

{vi) Upon request by MMS, the lessee
shall submit all data vused 1o prepare its
Form MMS-4110. The data shall be
provided within a reasonable period of
time. as determined by MMS.

(vii) The MMS may establish, in
appropriate circumstances. reporting
requirements which are different from
the requirements of this section.

(viii) I the lessee is authorized to use
its FERC-approved tariff as its
transportation cos! in accordance with
paragraph [b)[5) of this section, it shall
follow the reporting requirements of
paragraph (c)(1) of this section.

{3) The MMS may establish reporting
dates for individual lessees different
from those specified in this subpart in
order to provide more effective
administration. Lessees will be notified
of any change in their reporting period.

(4) Transportation allowances must be
reported as a separale line item on Form
MMS-2014, unless MMS approves a
different reporting procedure.

(d) Interest assessments for incorrect
or late reports and for failure to report.
(1) If a lessee deducts a transportation
allowance on its Form MMS-2014
without complying with the
requirements of this section. the lessee
shall pay interest only on the amount of
such deduction until the requirements of
this section are complied with. The
lessee also shall repay the amount of
any allowance which is disallowed by
this section.

(2) If a lessee erroneously reports a
transportation allowance which resulls
in an underpayment of royalties, interest
shall be paid on the amount of that
underpayment.

(3) Interest required to be paid by this
section shall be determined in
accordance with 30 CFR 218.54.

(e) Adjustments. {1) If the actual
transporlation allowance is less than the
amount the lessee has estimated and
taken during the reporling period, the
lessee shall be required to pay
additional royalties due plus interest
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computed pursuant to 30 CFR 218.54,
retroactive to the first month the lessée
is authorized to deduct a transportation
allowance. If the actual transporlation
allowance is greater than the amount
the lessee has estimated and taken
during the reporting period. the lessee
shall be entitled to a credit without
interest.

{2) For lessees transporting production
from onshore Federal and Indian leases.
the lessee must submit a corrected Form
MMS-2014 to reflect actual costs,
together with any payment, in
accordance with instructions provided
by MMS.

(3) For lessees transporting production
from Federal OCS leases, if the lessee’s
estimated costs were more than the
actual costs. the lessee must submit a
corrected Form MMS2014 1o reflect
actual costs together with ils payment,
in accordance with instruclions
provided by MMS. If the lessee's
estimated custs were less than its actual
cosls, the refund procedure will be
specified by MMS.

(N} Actual or theoretical losses.
Notwithstanding any other provisions of
this subpart. for other than arm's-length
contracts, no cos! shall be allowed for
oil transportation which results from
payments (either volumetric or for
value) for actual or theoretical losses.
This section does not apply when the
transportation allowance is based upon
a FERC or State regulatory agency
approved tariff.

(8) Other transportation cost
determinctions. The provisions of this
section shall apply to determine
transportation costs when establishing
value using a netback valuvation
procedure or any other procedure that
requires deduction of transportation
costs.

30 CFR Part 207 is revised to read as
follows:

PART 207—SALES AGREEMENTS OR
CONTRACTS GOVERNING THE
DISPOSAL OF LEASE PRODUCTS

Subpart A—General Provisions

Sec.

207.1 Required recordkeeping.

207.2 Definitions.

207.3 Contracts made pursuant fo new form
leases.

207.4 Confracts made pursuant to old form
leases.

207.5 Contract and sales agreement
retention.
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Subpart B—OHl, Gas and OCS Sulfur,
General [Reserved]

Subpart C—Federal and Indian Ol
{Reserved)

Subpart D—Federal and Indian Gas
[Reserved]

Subpart E—Solid Minerals, General
[Reserved]

Subpart F—Coal [Reserved]

Subpart G—Other Solid Minerals
[Reserved]

Subpart H—~Geothermal Resources
[Reserved]

Subpart I—0CS Sulfur | Reserved)

Authority: 25 U.S.C. 396 et seq.: 25 U.S.C.
398a et seq.: 25 U.S.C. 2101 «t seqy.: 30 U.S.C.
181 et seq.: 30 U.S.C. 351 et seq.; 30 U.S.C.
1001 el seq.: 30 U.S.C. 1701 et seq.: 43 U.S.C.
1301 el seq.: 42 U.5.C. 1331 et seq.: and 43
U.S.C. 1801 et seq.

Subpart A-~-General Provisions

§207.1 Required recordkeeping.

The recordkeeping requirements
contained in this part have been
approved by the Office of Management
and Budget (OMB) under 44 U.S.C. 3501
et seq. and assigned OMB Clearance
Number 1010-0061.

§ 207.2 Definitions.
The definitions in Part 206 of this title
are applicable to this part.

§ 207.3 Contracts made pursuant to new
form leases.

On November 29, 1950 (15 FR 8585). a
new lease form was adopted (Form 4-
1158, 15 FR 8585} containing pravisions
whereby the lessee agrees that nothing
in any contract or other arrangement
made for the sale or disposal of oil. gas.
natural gasoline, and other products of
the leased land, shall be construed as
modifying any of the provisions of the
lease, including, but not limited to.
provisions relating to gas waste, taking
royalty-in-kind, and the method of
compuling royalties due as based on a
minimum valuation and in accordance
with the oil and gas valuation
regulations. A contract or agreement
pursuant to a lease containing such
provisions may be made without
obtaining prior approval of the United
States as lessor, bul must be retained as
provided in § 207.5 of this subpart.

§ 207.4 Contracts made pursuant to old
form leases.

(a) Old form leases are those
containing provisions prohibiting sales
or disposal of oil, gas, natural gasoline,
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and other products of the lease except in
accordance with a contract or other
arrangement! approved by the Secretary
of the Interior, or by the Director of the
Minerals Management Service or his/
her representative. A conlract or
agreemen! made pursuant to an old furm
lease may be made without obtaining
approval if the contract or agreement
contains either the substance of or is
accompanied by the stipulation sel forth
in paragraph (b) of this section, signed
by the seller {lessee or operator).

(b} The stipulation. the substance of
which must be included in the contract,
or be made the subject matter of a
separate instrument properly identifying
the leases affected thereby. is as
follows:

It is hesebwunderstood and agreed that
nothing in the whitten contract or in any
approval thereof shall be construed as
alfecting any of the relations between the
United States and its lessee. particularly in
matters of gas waste. taking royalty in kind.
and the method of computing royalties duc as
based on a minimum valuation and in
accordance with the terms and provisions of
the oil and gas valuation regulations
applicable to the lands covered by said
contract.

§ 207.5 Contract and sales agreement
retention.

Copies of all sales contracts. posted
price bulletins, etc.. and copies of all
agreements, other contracts, or other
documents which are relevant to the
valuation of production are to be
maintained by the lessee and made
available upon request during normal
working hours to authorized MMS, State
or Indian representatives. other MMS or
BLM officials, auditors of the General
Accounting Office, or other persons
authorized to receive such documents,
or shall be submitted to MMS within a
reasonable period of lime, as
determined by MMS. Any oral sales
arrangement negotiated by the lessee
must be placed in written form and
relained by the lessee. Records shall be
retained in accordance with 30 CFR Part
212,

Subpart B—OIil, Gas, and OCS Sulfur,
General [Reserved])

Subpart C—Federal and Indian Oil
[Reserved]

Subpart D—Federal and Indian Gas
{Reserved)
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Subpart E—Solld Minerals, General
(Reserved]

Subpart F—Coal {Reserved]

Subpart G—Other Solid Minerals
{Reserved)

Subpart H—Geothermal Resources
[Reserved)

Subpart {—0CS Sulfur [Reserved]

PART 210—FORMS AND REPORTS

1. The authority citation for Part 210
conlinues to read as follows:

Authority: 25 U.S.C. 396 et seq.: 25 US.C.
396a et seq.: 25 U.S.C. 2101 et seq.; 30 U.S.C.
181 et seq.: 30 U.S.C. 351 et seq.: 30 U.S.C.
1001 et seq.: 30 U.S.C. 1701 et seq.: 43 U.S.C.
1301 et seq.; 43 U.S.C. 1331 ef seq.: and 43
U.S.C. 1801 et seq.

2. Part 210 is amended by revising the
titles of Subparts B, C. D.F. and G to
read as follows:

Subpart B—O#H, Gas, and OCS Sulfur—
General

Subpart C—Federal and Indian Oft—
[Reserved)

Subpart D—Federal and Indian Gas—
[Reserved]

Subpart F—Coal (Reserved]

Subpart G-—-Other Solid Minerals
{Reserved|

3. The following subparts are added to
Part 210:

Subpart H—Geothermal Resources
{Reserved]

Subpart |—O0CS Sulfur—{ Reserved]

§§ 210.100, 210.101, 210.102, 210.103,
210.104, 210.105, 210,150, 210.151
(Removed]

§§ 210.300 and 210.301 [Redesignated as
§§ 210.350 and 210.351)

4. Sections 210.100, 210.101, 210.102,
210.103, 210.104 and 210.105 under
Subpart C and §§ 210.150 and 210.151
under Subpart D are removed. Sections
210.300 and 210.301 under Subpart F are
redesignated as new §§ 210.350 and
210.351, respectively, under new Subpart
H.

5. 30 CFR Part 210, Subpart B, is
amended by adding § 210.55 to read as
follows:

§210.55 Special forms or reports,

When special forms or reports other
than those referred to in the regulations
in this part may be necessary,
instructions for the filing of such forms
or reports will be given by MMS,

PART 241—PENALTIES

1. The authority citation for Part 241 is
revised 1o read as follows:

Authority: 25 U.S.C. 396 ef seq.: 25 U.S.C.
398a et seq.: 25 U.S.C. 2101 e? seq.: 30 US.C.
181 et seq.: 30 U.S.CC. 351 ef seq.: 30 U.S.C.
1001 e! seq.: 30 U.S.C. 1701 et seq.: 43 US.C.
1301 ef sey.: 43 U.S.C. 1331 ef seq.: and 43
U.S.C. 1801 et seq.

2. Part 241 is amended by revising the
titles of Subparts B, C. and D io read as
follows:

Subpart B—Oil, Gas, and OCS Suitur,
General

Subpart C—~Federa! and Indian Qjl—
[Reserved)

Subpart D—Federal and Indian Gas—
(Reserved]

Subpart H—{Removed]

3. “Subpart H—Indian Lands—
[Reserved]” is removed.

Subparts E, F, and G—{Redesignated
as Subparts F, G, and H]

4. Subparts E. F, and G are
redesignated as Subparts F, G, and H.
respectively.

5. A new Subpart | is added to read:

Subpart {—0OCS Sulfur [Reserved]
6. A new Subpart E is added to read:

Subpart E—Solid Minerals, General—
[Reserved|

§241.10 [Removed and Reserved]

7. Section 241.10 under Subpart A is
removed and reserved.

§241.50 [Amended)

8. Section 241.50 under Subpart B is
amended by removing the phrase “this
subpart” and replacing it with the
phrase "Subparts B, C and D of this
part.”

$241.100 [Redesignated as § 241.53)

9. Section 241.100 under Subpart C is
redesignated as a new § 241.53 under
Subpart B and retitled “Assessments [or
nonperformance.”

§ 241.53 [Amended]

10. Paragraph (c) from newly
redesignated § 241.53 is removed.
TITLE 43—PUBLIC LANDS: INTERIOR

PART 3100—OIL AND GAS LEASING

1. The authorily citation for Par! 3100
continues to read as follows:

Authority: Minerals Leasing Act of 1920, as
amended and supplemented (30 U.S.C. 181 e!
seq.), the Minerals Leasing Act for Acquired
Lands, as amended (30 U.S.C. 351-358), the
Alaska National Interest Lands Conservation

Act {18 U.S.C. 3101 ef seq.), Federal Land
Policy and Management Act of 1976 (43
U.S.C. 1701 et seq.). Federal Property and
Administrative Services Act of 1949 (40
U.S.C. 780 et seq.). the Act of May 21, 1930 (30
U.S.C. 301-306}. Qmnibus Budget
Reconciliation Act of 1981 {Pub. L. 97-35),
Department of the Interior Apprapriations
Act, Fiscal Year 1981 (Pub. L.. 96-514). the
Refuge Administration Act of 1966 (16 U.S.C.
668dd-ce). the Independent Offices
Appropriation Act of 1952 (31 U.S.C. 483a)
and the Attorney General's Opinion of April
2. 1841 (40 Op. Atty. Gen. 41).

§3103.3-1 [Amended)

2. Section 3103.3-1 is amended by
removing paragraphs (c) and (d} and
redesignating existing paragraph (e} as
new paragraph (c).

PART 3160—ONSHORE OlL AND GAS
OPERATIONS

1. The authority citation for Part 3160
conlinues to read as follows:

Authority: The Act of February 25, 1920 (30
U.S.C. 181 et seq.). as amended: the Act of
May 21, 1930 {30 U.S.C. 301-305). the Mineral
Leasing Act for Acquired Lands (30 U.S.C.
351-359). as amended: the Act of March 3,
1909 {25 U.5.C. 3986). as amended: the Act of
May 11, 1938 (25 U.S.C. 396a-396g). as
amended: the Act of February 28, 1891 (25
U.S.C. 397). as amendcd: the Act of May 29,
1924 {25 U.S.C. 388). the Act of March 3, 1927
{25 U.S.C. 398a-388e). the Act of June 30. 1919
{25 U.S.C. 399). as amended: R.S. § 441 {43
U.S.C. 1457). see also Attorney General's
Opinion of April 2. 1941 (40 Op Atty. Gen. 41).
the Federal Property and Administrative
Services Act of 1949 (40 U.S.C. 471 et seq.). as
amended: the National Environmental Policy
Act of 1969 (42 U.S.C. 4321 et 5¢q.). as
amended: the Act of December 12, 1880 (Pub.
L. 96-514, 984 Stal. 2964}, and the Combined
Hydrocarbon Leasing Act of 1981 {Pub. L. 97~
78. 95 Stat. 1070/6): the Federal Oil and Gas
Royalty Management Act of 1982 (30 U.S.C.
1701). the Indian Mineral Development Act of
1882 {25 U.8.C. 2102).

2. Newly redesignated § 3162.7-4 is
revised to read as follows:

§3162.7-4 Royalty rates on oil; sliding and
step-scaie leases (public land only).
Sliding- and step-scale royalties are
based on the average daily production
per well. The BLM authorized officer
shall specily which wells on a leasehold
are commercially productive, including
in that category all wells, whether
produced or not, for which the annual
value of permissible production would
be greater than the estimated
reasonable annual lifting cost, but only
walls that yield a commercial volume of
production during at least part of the
month shall be considered in
ascertaining the average daily
production per well. The average daily
production per well for a lease is
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computed on the basis of a 28-, 29-, 30-,
or 31-day month (as 13e case may be),
the number of wells on the leasehold
counted as producing. and the gross
production from the leasehold. The BIM
authorized officer will determine which
commercially productive wells shall be
considered each month as producing
wells for the purpose of computing
royally in accordance with the following
rules. and in the authorized officer's
discretion may count as producing any
commercially productive well shut in for
conservation purposes.

{a) For a previously producing
leasehold. coun! as producing for every
day of the month each previously
producing well that produced 15 days cr
more during the month, and disregard
wells that produced fess than 15 days
during the monti1.

{b) Wells approved by the BLM
authorized officer as input wells shall be
counted es producing wells for the
entire month if 10 used 15 days or more
during the month and shall be
disregarded if so used less than 15 days
during the month.

{c) When the inilial production of a
leasehold is made during the calendar
month, compute royalty on the basis of
producing well cays.

{d) When a new well is completed for
production on a previously producing
leasehald and produces for 10 days or

S-021999 0045(021 14-JAN-88-17:11:50)

more during the calendar month in
which it is brought in, count such new
wells as producing every day of the
month in arriving at the number of
producing well days. Do not count any
new well that produces for less than 10
days during the calendar month.

{e) Consider “head wells” that make
their best production by intermittent
pumping or flowing as producing every
day of the month, provided they are
regularly operated in this manner with
approval of the BLM authorized officer.

(f) For previously producing
leaseholds on which no wells produced
for 15 days or more. compute royalty on
the basis of actual producing well days.

(g) For previously producing
leaseholds on which no wells were
productive during the calendar month
but from which oil was shipped,
compute royalty at the same royalty
percentage as that of the last preceding
calendar month in which procﬁscllon and
nhigmenls were nonnal.

{5) Rriles for special cases not subject
to definition, such as those arising from
averaging the production from two
distinct sands or horizons when the
production of one sand or horizon is
relatively insignificant compared to that
of the other, shall be made by the BLM
authorized officer as need arises.

(i)(1) In the following summary of
operations 0.1 a typical leasehold for the

F4701.FMT...[16,32]...8-06-87

month of June, the wells considered for
the purpose of compuling royalty on the
entire production of the property for the
months are indicated.

Well No. and record j ‘ c“'l‘,x)
+
1.Produced A eme lor X0 days .. . ... i X
2 Produced for 26 days: down 4 days for | X
repairs
3. Produced for 28 days: down June 5, 12 | X

4. Produced for 12 days. down June 13 0 30..
5. Produced for 8 howrs every day (head | X
well)

6. il procucer /nat op d)

7. New well. completed June 17, produced | X
for 14 days

8. New well, pleted June 22, produced
for 9 days.

{2) In this example, there are eight
wells on the leasehold, but wells No. 4,
8, and 8 are no! counted in compuling
royalties. Wells No. 1,2, 3, 5. and 7 are
counted as producing for 30 days. The
average production per well per day is
determined by dividing the total
production of the leasehold for the
month {including the oil produced by
wells 4 and 8) by 5 {the number of wells
counted as producing), and dividing the
quotient thus oblaired by the number of
days in the month.
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